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Foreword 


The National Policy on Education (NPE)1986 envisages reorieniation of the content and 
processes of education in order to bring about qualitative improvement of education at the 
school stage. In this context, the Programme of Action (POA) evolved for implementaaon 
of theNPE, envisages development of instructional packages, including textbooks, based on 
the national curricular framework and their introduction into the school system in a phased 
manner. 

In pursuance of theNational Policy onEdui,ation—1986, theNalional Council of Edu¬ 
cational Research and Training (NCERT) has developed curriculum guidelines and syllabi 
for different curricular areas at different stages of school education. The Council for the Orst 
time undertook the task of developing curriculum guidelines and syllabi for Commerce at the 
higher secondary stage. An Advisory Board was set up under the Chairmanship of Prof P K. 
Ghosh, Professor of Commerce, Delhi University and Ex-Vice-Chancellor, North Bengal 
University, to develop cumculum guidelines and syllabi in Commerce and Accountancy and 
to provide guidance for development of instructional materials in these two subject areas. 

On the advice of the Advisory Board, two teams were formed for developing the 
textbooks. Prof. P.K. Ghosh acted as the Chairman of the Subject Committee on Business 
Studies constituted by the Council for developing textbooks for Class XI. The Subject 
Committee on Business Studies included distinguished experts from the University Depart¬ 
ments, professional institu tions and the NCERT. The draft of the textbook was prepared by 
Prof.P.K. Ghosh, Prof. R A Sharma and Prof. R.G. Saxena. It was then thoroughly discussed 
in two workshops which were attended by practising teachers in schools, colleges and 
universities. In the light of the suggestions andreactions of the participants of the workshops, 
the manuscript was refined resulting in the book in its present form. 

I am thankful to Prof. P.K Ghosh, Chamnan of the Subject Committee on Business 
Studies who provided valuable guidance to his team of authors and finally edited the 
manusenpt with Prof. R.G. Saxena My thanks are also due to all the members of the Subject 
Committee who attended review workshops and provided valuable suggestions and com¬ 
ments at different stages for the improvement of the draft manuscript. 

The development of curriculum and textbooks calls for considerable expertise and 
efforts in planning the work, reviewing and editing of the manuscripts of the textbooks and 
finally in their publication. 

I am grateful to my colleague, Prof. R.G. Saxena, Professor of Commerce, Department 
of Education in Social Sciences and Humanities (DESSH), NCERT who coordinated all the 
activities related to the development of cumculum and the textbook m Business Studies. 



IV 


My thanks are also k to PtoL Allalaliiddin, Joint Diiectot, NCERT, who tookkeen 
interestin this piojectanil extended all possible help inbnnging out this book. 1 also express 
my thanks to Shn C N. Rao, Head, Publication Department, and his puhllcation team for 
making all efforts in bringing out the book in lime. 

Ciimculum designing and development of textbook is a challenging task It is an on¬ 
going process. There can always be some scope for further improvement in the ciimculum 
and le insMonalmatenals Therefore, suggestions from the users of this book for further 
improvement wiU be most welcome. 


P,L, Malhotra 
Director 

National CounctI of Educational Research and Training 



Preface 


With the advancement of science and technology in the modem world business organisations 
have been subject to changes in different ways with respect to their number, size and 
complexity. The variety of goods and services which are produced and made available to 
people today are many times more than what it was earlier. The methods and techniques of 
production are undergoing continuous improvement. At the same Lime, the means of 
transport and communication are now characterised by quality of services unknown before. 
On the other hand, whde the scope of business is expanding with ever-widening opportuni ties 
withm and outside the country, market conditions are also subject to periodic changes in 
customer preferences, government controls and other factors Under these conditions, study 
of business in terms of its organisational diversities as well as different dimensions of trade 
and commerce has become increasingly more important Students interested in pursuing 
higher studies and those aspiring to engage themselves in business activities must be aware 
of the nature and types of business which dominate the economic system of every country. 
They must also be conversant with the environment of business firms which often determine 
their success or failure. It is in view of these needs that a new course on Business Stu±es was 
designed by the NCERT for the first time The syllabus is meant for students of senior 
secondary stage of education. 

The book is based on the new syllabus developedby NCERT and which has been adopted 
by the CBSE, Delhi. The contents of the syllabus are divided into four-semester courses 
including two courses for class XI and two for class XII, 

The book has been written by experts in the areas of business and management drawn 
from the academic, professional and teaching community. Each chapter is structured strictly 
according to the syllabus. The learning objectives are given at the beginning and is followed 
by an instruction to the topic. The text is arranged secuon-wise with proper sub-headings 
indicating sub-topics of the main chapter. There is a summary of contents at the end of each 
chapter and questions relating to the main topic sub-divided into three categories, viz. 
objective type, short-answer type and essay type questions. 

Effort has been made to make the text easily understandable by the readers as well as to 
help them prepare for them examinations. Technical terms used have been explained in 
simple words without sacnficing their interpretation in the business world. 

We are thankful to Prof. Brij Mohan, Dr. A N. Gupta, Shri T N. Chhabra, Shri J.S. 
Mahajan, Dr. S.K. Gupta, Ms. Minoo Nandrajog and Miss Renu Kulshreshha who assisted 
in the preparation of the draft manuscript of this book and joining the discussion at the various 
stages of review of the manuscript. 



We have spared no efforts to make the book useful to the students community and 
teachers whose response is of great value to us. 

We look forward to the suggestions of students and teachers for improving the text. 


Authors 



GANDHUrS TALISMAN 


“I will give you a talisman.Whenever 
you are in doubt or when the self 
becomes too much with you, apply 
the following test : 

Recall the face of the poorest and 
the weakest man whom you may 
have seen and ask yourself if the 
step you contemplate is going to be 
of any use to him. Will he gain 
anything by it ? Will it restore him 
to a control over his own life and 
destiny ? In other words, will it lead 
to Swaraj for the hungry and 
spiritually starving millions ? 

Then you will find your doubts and 
your self melting away.” 
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Chapter 1 


Economic Activities and Business 


LEARNING OBJECTIVES 

After reading this chapter you will be able to: 

1, explain the meaning of economic activity and distinguish 
between economic and non-economic activipes; 

2, enumerate the types of economic activities, 

3 describe the meaning and definition of business, 

4. identify business as an economic activity; 

5. outline the range and examples of business activities; 

6. differentiate between business and other economic activities. 




BUSINESS STUDIES 


1,1 INTRODUCTION 

All of us live in families, and depending on the 
income we have different standards of living. We 
require vanous types of goods and services to 
satisfy our needs. Some member in eveiy family 
has to work to earn and provide for the needs of all 
other members Thus, people engage in diffeient 
activities for earning their livelihood In earlier 
days, people had limited wants to satisfy. But in 
modern times we need a large variety of goods 
and services for vanous purposes which are avail¬ 
able in the market There is increasing demand for 
goods and services due to our desire to raise the 
.standard of living On the one hand, activities of 
dd 1 Cl ent types arc undertaken by people who earn 
sufliciently to fulfill their increasing needs. On 
the other hand, the supply of goods and services 
has also led to various activities of people so as to 
produce and sell what are needed by others Thus, 
we find a large number of people working in 
mines, factoncs and offices to cam their liveli¬ 
hood. At the same time, there are other people 
who undertake production and supply of goods 
and services. For example, farmers produce agri- 
cultural crops which they sell m the market. 
Goods arc produced in factories and sold in retail 
shops. Trucks are used to carry goods from one 
place to another. Water and elecinc supply is 
arranged for use in factories as well as for domes¬ 
tic consumption. The purpose behind most of 
these activities of human beings is earning money 
to satisfy the increasing demand for goods and 
services. 

1.2 MEANING OF ECONOMIC 
ACTIVITIES 

i.'Uviijcs which are undertaken by people to 
"-aiisfy ihcir wants directly or indirectly are 
' "O vn as etatw/nje activitie'^ These activities 


may be undei taken to produce sometliing for own 
consumption or to earn income to buy goods from 
the market They may be pursued by individuals 
or groups ciiher on a large scale or on a small 
-scale. A blacksmith, a cobbler, or an icecream 
vendor may be said to engage in economic 
activities individually and on a small scale On the 
other hand, factories which are set up to pioduce 
goods or agricultural crops produced mbig farms 
for sale may be regarded as large scale economic 
activities In such activities groups of people are 
engaged in various kinds of work 

1.2.1 Distinction Between Economic and 
Non-economic Activities 

We have already discussed that all activities 
which arc undertaken by people to earn income 
and to meet iheir needs are economic activities. 
These activities may also be undertaken for crea¬ 
tion of wealth, that is, acquisiuon of properties 
and assets. But there are various other activities 
which people undertake without any such pur¬ 
pose For instance, housewives are engaged in 
vanous aciiviues to run the household People 
often undertake social activities to assist poor 
families or handicapped persons Ladies who 
have spare Lme help others to learn different 
crafts like sewing, stitching, etc. The purpose 
behind these activities is not to earn money but to 
denve personal satisfaction Therefore, these 
activities are called non-economic activities 
Thus, a farmer producing wheat for his own 
consumption, or for sale, will be regarded as 
engaged in economic activities. But people who 
are engaged in private or social activities like per¬ 
forming household work or helping the poor, will 
be regarded as undertaking non-economic activi¬ 
ties. 
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DIFFERENCE BETWEEN ECONOMIC AND NON-ECONOMIC ACTIVniES 



Economic Activities 


Non-economic Activities 

1 

Based on economic motives 

1 

Based on social or psychological motives 

2 

Money income is expecLed 

2 

Money income is not cxpecitid 

3 

Undertaken foi creation of wealth or assets 

3 

Undertaken for psychological satisfaction 


1.3 TYPES OF ECONOMIC ACTIVITIES 

When apcrson is regularly engaged in aparticular 
activity It IS known as Aw other occupation Eco¬ 
nomic activities may thus be called occupations 
of people Broadly speaking, the occupation of 
people or economic activities can be divided into 
three categories: 

1. Profession 

2. Employment 

3. Business 

1.3.1 Profession 

Activities which require special knowledge and 
skill to be applied by individuals in their work to 
earn a living are known as professions. Doctors 
are engaged in the medical profession, teachers 
are m the teaching profession, lawyers in the legal 
profession, engineers in the engineering profes¬ 
sion, accountants in the accounting profession, 
and so on They are called professionals Sports¬ 
men may also be called professional sportsmen if 
they earn their living on the basis of theu training 


and skill in particular games or sports, 

1.3.2 Employment 

When people work regularly for others and get 
remuneration m return they are said to be in 
employment People who work m factories and 
receive wages and salaries arc in the employment 
of factory owners. They are called employees 
Similarly, men and women work in the offices of 
banks, insurance companies, or government 
departments, m diffeient capacities They are 
said to be in employment earning salaries as 
managers, assistants, typists, clerks, peons, 
sweepers, guards, etc. 

1.3.3 Business 

Activities connected with the production or pur¬ 
chase and sale of goods or services with the object 
of earning profit are called business activities. 
These include mining, manufactunng, trading, 
transporting, banking, insurance, etc Persons 
engaged in these acuviiies earn income in the 
form of profits. 


TYPES OF ECONOMIC ACTIVITIES 


Profession Employment Business 


Fig. 1.1 
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1.4 MEANING AND DEFINITION OF 

BUSINESS 

Business literally means to be bmy. However, the 
meaning ol business more specifically i.s that of 
being busy to earn income Thus, business in¬ 
cludes all occupations in which people are busy 
earning income either by production or purchase 
and sale or exchange of goods and services to 
satisfy the needs of other people Since the mam 
objective of business is to cam an income or profit 
through business transactions it is an economic 
activity Thus, business may be defined as an 
economic activity which involves production or 
purchase and sale, iranrfer or exchange of goods 
and services at a profit. It relates to the creation of 
form utility through processing, time utility 
through storage and place utility through trans¬ 
portation The purpose is to supply goods and 
services to tliose who are prepared to pay the 
price. A business activity may be carried on cither 
on a large scale or on a small scale Thus, a vendor, 
a small shop-keeper, or an owner of a big factory 
are considered to be engaged in business 

1.5 BUSINESS AS AN ECONOMIC 

ACTIVITY 

As discussed earlier business activities consist or 
producing or purchasing and sale or exchange of 
goods and services to earn an income in the form 
of profiL 

Business is regarded as an economic activity 
for the following reasons. 

{i)Jhe purpose behind every business ac¬ 
tivity is to sell goods or services for profit. If a 
family grows vegetables m the garden for con¬ 
sumption by members of the family, it is an eco¬ 
nomic acdviiy, but not a business acdvity. How¬ 
ever, if the vegetables are sold in the market it will 
be a business acdvity This is because the 
purpose then is to cam an income in excess of the 


costs incurred for growing the vegetables 

This excess is called profit Manufacturers 
produce goods not for their own use, but for sale. 
Tradeis buy goods, not for their own use but for 
sale The income earned by a businessman in the 
form of profit enable them to satisfy their require¬ 
ment of food, clothing, shelter, education of 
children, etc 

(lij Business activities require use of 
scarce resources like men, materials and capital 
To run a factory the owner must have adequate 
capital, procure raw matenals, and employ skilled 
workers He may not have his own savings to 
invest He must, therefore, raise funds from other 
sources. Similarly, he has to arrange raw materi¬ 
als from suppliers. Further he must engage suit¬ 
able men for production purposes, For all these re¬ 
sources he must bear the inidal expenses before 
the goods are produced and exchanged for money 
so as to recover the expenses and earn profit 
Thus, business always involves use of scarce re¬ 
sources as well as exchange of goods or services 
for profit 

(Hi) Business activities satisfy various 
needs of businessmen and the general public 
Business is a source of income for businessmen 
and their families. Business aciivibes also serve 
the general public by making available goods and 
services which they can buy to sadsfy their needs 
Business can tlierefore be regarded as an eco¬ 
nomic activity not only as a means of earning 
incomeby businessmen but also as a means of sat¬ 
isfying the wants of people in general 

1.6 RANGE AND EXAMPLES OF 

BUSINESS ACTIVITIES 

There are different types of business activities 
which may be classified as; 

1. Industry 2. Commerce 
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1.6.1 Industry 

Industry includes aclivUies connected with rais- 
mg,producing or processing goods. For example, 
agnculLural crops like cotton, jute, oilseeds arc 
raised by fanners for sale in ‘Mandis’ or markets 
Goods like cloth, paper, sugar, etc. are produced 
in factories for consumption by people Similarly, 
tools, equipments and machines are manufac¬ 
tured which are meant for use in other factoncs. 
Oilseeds are processed to extract oil for cooking 
and other uses 

Industnal activities can be undertaken on a 
small scale or on a large scale. For instance, cloth 
or textile products can be produced in large textile 
mills as well as on a small scale m handlooms or 
powerlooms Extraction of edible oil from oilseed 
takes place in‘Kolhu' or'Ghai'i’ on a small scale 
as well as in oil mills on a large scale Similarly, 
leather goods (shoes, ladies bags, etc.) are pro¬ 
duced in small quantities by producers using 
simple tools, while there are large factones as 
well which produce shoes of standard sizes on a 
mass scale. Animal husbandry and poultry farm¬ 
ing, forestry and fishing, garment-making, rice- 
milling, bidi making, production of match boxes, 
candle-making, etc. are mostly earned on in small 
establishments Mining and extracbon of fuel oil 
take place generally on a large scale. Manu facture 
of consumer goods for mass consumption and of 
machines and tools also take place on a large 
scale, 

1.6.2 Commerce 

Commerce is anolher branch of hii.sinc,ss involv¬ 
ing activities related with sale, ext hangc, or trans- 
fer-of goods and services 'Ihus, commercial ac¬ 
tivities include trade (buying and .selling of 
goods), transportation (movement ol goods), 
banking (financing of trade), storage or ware¬ 
housing of goods, and insurance (covering the 
nsks of fire, theft, etc ) 

Commercial acbvilies, like industries, can 


also be undertaken on a small scale as well as on 
a large scale. Thus, rclail Iraders buy and sell 
goods in small quam ihc';. v'hilc wholc.salr iraders 
buy goods in large qiianlities and sell smaller 
quanUlic.i to the rciailers. Sloi age can be arranged 
on a small scale in godowns, although there are 
warehouses also for storage of goods in large 
quanblics Transportation on small scale is under¬ 
taken by truck operators. On the other hand, large 
quantities can be transported by railway wagons 
or ships Banking and insurance business, how¬ 
ever, require large-scale operation to be profit¬ 
able 

Trading activities as mentioned earlier, pro¬ 
vide the link between producers and consumers of 
goods. Trade is an important branch of business 
It is because of trading activities that goods can be 
produced on a large scale in anticipation of de¬ 
mand Trade may include buying and selling of all 
types of goods and services, for example, agricul¬ 
tural crops (like wheat, cotton and jute), con¬ 
sumer goods like (paper, sugar and soap) and 
capital goods (like machines and equipments) 
Goods produced within a country and also pro¬ 
duced in other countries are available to consum¬ 
ers through trade, With the passage of time the 
volume of trade has increased. This has been due 
to production on a large scale, wider range of 
goods produced and the widening of markets 
from local areas to foreign countnes. Along with 
the growth in the volume of trade, the scope of 
other business activities has also expanded a great 
deal 

1.7 DIFFERENCE BETWEEN BUSINESS 
AND OTHER ECONOMIC 
ACTIVITIES 

We have already mentioned that economic 
activities include business, profession and em¬ 
ployment Let us now examine how business 
dilfers from profession and employment 

(i) Mode of Establishment. A business enter¬ 
prise may be established anytime. Some legal 
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formalities may have to be completed where nec¬ 
essary. For example, to start a restaurant a licence 
from the Health Department has to be obtained. 
Similarly, to set up afactory registration under the 
Factories Act is required A professional firm 
may be started by anyone who is either a member 
of, or registered with a professional body and 
holds a certificate of practice. For instance, a 
doctor, who is registered with the Medical Coun¬ 
cil, may start a clinic. A lawyer may start legal 
practice by enrolling himself as a member of the 
Bar Council. Similarly, a firm of chartered ac¬ 
countants may be established by those who are 
members of the Institute of Chartered Account¬ 
ants, and hold certificates of practice. In the case 
of employment, a person has got to be selected by 
the employer and has to enter into an agreement of 
service. Thus, itinvolvesemploymentwith some¬ 
one else, while business and profession relate to 
self-employment, 

fii) Nature of Wort A business unit is 
engaged in the production and purchase of goods 
and services for the purpose of sale, transfer or 
exchange in order to satisfy customers' needs. On 
the other hand, the practice of a profession relates 
to rendering personal services of a specialised 
nature to the clients. In the case of employment, 
an employee has to perform the work assigned to 
him by the employer under the agreement of 
service. 

(ill) Qualifications. For establishing a busi¬ 
ness enterprise, a person need not possess any 
formal degree or presenbed qualifications. But in 
the case of profession specified qualificauons are 
essential. In employment, education and training 
are not always essential. However, qualified and 
trained persons generally get better employment. 

(iv) Investment of Capital No business en- 
terpnse can be established without some amount 
of capital or investment, The amount of capital 
depends on the size and scale of operations. A 
professional has also to invest a hmited amount of 
capital to establish his clinic or office, while in the 


case of employment there is no need for capital in¬ 
vestment 

(v) Basic Motive Business activities are 
guided pnmarily by ihe mouve of earning profit 
But professional activi ties are generally expected 
to be governed by a service motive besides that of 
earning income In the case of employment, the 
employee performs duties assigned to him by his 
employer for which he receives remuneration 
under the agreement of service. 

(vijBetwn or Reward A businessman earns 
profit from his business, while a professional 
earns fee for his services, and an employee earns 
salary or wages for his work. 

(vii) Element of Risk There is an inherent 
element of nsk in case of both business and 
profession A business may run into losses and a 
professional may be unable to earn any income. 
However, the fee of a professional can never be 
negative, In case of employment, there is no risk 
so long as the employer continues his operations 
The employee generally gets a fixed and replar 
salary. 

(viU) Transfer of Interest: A businessman 
can transfer ownership interest in the business en¬ 
terprise any time at his will Sometimes he may 
have to follow the prescribed formalities For 
example, a trader may sell his shop to someone 
else if he so desires A factory may be transferred 
or sold by its owner But in the case of profession 
or employment such a transfer is not possible at 
all. A doctor or a lawyer cannot sell or transfer his 
cerUficate of practice to any one else Similarly, 
an employee cannot ask any other person to work 
in his place without the consent and approval of 
the employer, 

(ix)Code of Conduct ■ There is no presenbed 
code of conduc t or ethics provided for a business¬ 
man A professional is required to follow the code 
of conduct specifically prescribed by the profes¬ 
sional body for the profession The conduct of an 
employee is regulated by the rules prescribed by 
his employer 
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BUSINESS, PROFESSION AND EMPLOYMENT DISTINGUISHED 


Basis 

Business 

Profession 

Employment 

1 Commencement 
or Bsiablishmenl 

Entrepreneur's 
decvsvocv and legal 
formalities 
(if necessary) 

Membership of 
a profesaioiml 
body or certifi¬ 
cate of practice 

Letter of 
appamtirvenl 
and service 
agreement 

2 Naiure of work 

Production or 
purchase and sale 
or exchange of 
goods and services 

Personabsed 
service of expert 
nature 

Performing the 
job assigned by 
the employer 

3 Quahficauons 

No formal 
qualifications arc 
required 

Prescribed 
qualification 
and trammg 
are Lssenual 

Qualification 
and training not 
necessary in all 
cases 

4. Capital or 

Investment 

Capital IS needed 
according to the 
size of the firm 

Lunitcd capital 

IS required for 
establishment 

Capital 15 not 
required at all 

5 Basic Motive 

Earning Profit 

Rcndenng 
service besides 

earning income 

Earning salaiics 
or wages 

6 Return or 

Reward 

Profits 

Professional fee 

Salaiy or wages 

7 Elemeni of nsk 

Present 

Present 

Absent 

a Transfer of 

Interest 

Possible 

Noi possible 

Not possible 

9 Code of Conduct 

No presenbed 
code of conduct 
to be followed 

Professional 
code of conduct 
to be followed 

Rules laid down 
by the employer 
to be followed 


SUMMARY 

1. Economic and Non-economic Activities 

Activities which are undertaken by people to satisfy their wants directly or indirectly are known as 
economic activities These activities may be undertaken to produce something for own consumption 
or to earn income for purchase of goods Non-economic activities are private or social aotivides 
which people undertake to derive persona] satlsfacdon 

2. Types of Economic Activities 

Economic activities may be divided mto three categories (i) Profession; (il) employment; and (ili) 
business. Activities which require special knowledge and skills to be applied by individuals m their 
work to earn a living are known as profession When people work regularly for others and get 
remuneration in return, they are said to be m employment Activities connected with the production 
or pruchase and sale of goods and services with the object of earning are called business activities 
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3. Denniti(,n of Busincs!) 

Busini-'ss mtluilcs all occupation m which people are busy earning income either by production or 
purchase inJ sale or exchange of goods and services to satisfy Qie needs of other people so as to earn 
u profit 

4. Business as an Kcononiic Activity 

Business is regarded as an economic acuvily Irccaiise 

(i) the purpose behind every business activity is to sell goods and services for profit, (ii) business 
activities require use of scarce resources, and (iii) these activities satisfy various needs of business¬ 
men and the general public 

5. Range of Business Activities 

Business activities may be classified as (i) industry, and (ii) commerce Industry mcludes activiLes 
connected with raising, produemg or processing goods. Commerce is related with activities 
involving sale, exchange, and transfer of goods and services Commercial activities mclude trade, 
transportation, banking, warehousmg and insurance Both mduslnal and commercial activities can 
be undertaken on a small scale and a large scale Trade may include buy mg and selling of goods and 
services within the country or outside, 

6. Difference between Business and Other Economic Activities 

Business differs from profession and employment with regard to mode of establishment, nature of 
work mvolvcd, qualifications requtred, mvostmentof capital, basicmobve.retumorreward, element 
of risk, transfer of mtereat and code of conduct 


QUESTIONS 

I OBJECTIVE TYPE 

Which of the followmg statements are nght and which are wrong’' 

1 A person without special knowledge and skill cannot undertake any busmess activity 

2 Donation made by a teacher to the sports fund of the school is an economic activity 

3 Non-cconomic activities are those from which people get psychological satisfaction 

4 Both industrial and commercial activities are busmess activities 

5 Busmess acbvity necessarily means sale or exchange of goods or services 

6. A farmer growing wheai for the consumption of his family is engaged m busmess activity. 
7 A house-wife cookmg food for her family members is engaged in economic activity 

II SHORT ANSWER TYPE 

1 Defme busmess 

2 What IS an economic activity? 

3, Distinguish between economic and non-economic acdvities 
4 What is the difference between business and profession’ 

in ESSAY TYPE 

1. Explam why busmess is regarded as an economic acbvity 

2 Distmguish between small scale and large scale business activities Give examples 

3 Defme busmess and disunguish it from profession and employment 



CHAPrER2 


Nature and Purpose of Business 


LEARNING OBJECTIVES 

After reading this chapter you should be able to: 

1. enumerate the economic and social objectives of business; 

2. explain the characteristics of business; 

3. dcscnbe the nature and causes of business risks; 

4 analyse the role of profit in business; 

5. state the case for social obligations of business; 

6. outline the responsibilities of business towards different mterest groups; and 

7. explam the concepts of social values and business ethics. 
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2,1 INTRODUCTION 

We have discussed in the previous chapter that 
business as an economic activity consists of pro¬ 
duction, puichase and exchange of goods and 
services The basic objective of every business 
activity is to earn profits. In other words, the 
results of business operations are expected to lead 
to profits In order to earn profits businessmen 
must satisfy their customers This is because it is 
only when customers are satisfied with the quality 
and price of goods that they will continue to buy 
them This, in turn, requires that goods must be 
produced efficiently and economically. For that 
purpose capable and efficient persons must be 
employed. They should be paid attractive remu¬ 
neration and provided with proper working con¬ 
ditions Again, to be able to compete with other 
producers a businessman should try to develop 
new products. For existing products, new ways 
and means should be developed to make them 
more useful to the consumers at reasonable rates 
Unless these requirements are fulfilled a business 
cannot survive for long. 

But businessmen sometimes try to make 
profits without regard to the means adopted for 
that purpose. A business may earn large profits by 
selling goods at a high price. This is generally 
done by making false claims about the supenonty 
of the product over other simtlar products In the 
short run, it may be possible because of consum¬ 
ers’ Ignorance. But in the long run this way of 
ninningbusmess may notsucceed.Sooneror later 
consumers will become conscious that they are 
being over chai ged and th at the goods arc inferior 
in quality Under these circumstances, the busi¬ 
ness is bound to suffer as a result of consumers’ 
’oss of faith. Thus, to run abusiness successfully, 
is not enough to pursue the objective of earning 
rofit only Instead, several other objectives must 
e kept in view so that profits may continue to be 
amed regularly and business may grow m course 
f time. 


2.2 ECONOMIC AND SOCIAL 

OBJECTIVES OF BUSINESS 

Business objectives may be broadly classified 
into economic objectives and social objectives 

2.2.1 Economic Objectives 

The mam economic objectives which every busi¬ 
ness must pursue are the following 

(i) Earning profit To earn profit is the pri¬ 
mary economic objective which must govern all 
business operations This is because every busi¬ 
ness activity is undertaken primarily to earn 
profit—the excess of income over expenses One 
cannot expect to be in business without making 
profits If he continues to incur losses his business 
will fail Further, profits not only help business¬ 
men to earn their living, but also help them to 
expand their business activities. The growth of 
every business depends largely on us ability to 
earn profits Out of these profits some amount 
may be utilised by the businessman for own use, 
while the balance may be reinvested for increas¬ 
ing the size of business 

(ii) Creation of customers. Another eco¬ 
nomic objective which needs to be pursued by 
business firms is the creation of customeis Busi¬ 
ness activities can be sustained only if there is a 
demand for goods or services offered for sale. 
Sometimes new products are offered by business¬ 
men for which demand may be created It is 
generally done through advertisement and pro¬ 
motion of sales in different ways, like distnbulion 
of sample, etc. Thus, it is the number of customers 
that determines the profilhbility of business. It is. 
therefore, necessary for every business to ascer¬ 
tain what kind of products people want, where 
they want the products, and when. 

(ill) Innovation. To innovate means to ex¬ 
plore and discover ways and means of making 
products more useful It also includes improved 
methods of production, exploration of new 
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markets, and use of better methods of distribu¬ 
tion. Making colour television in place of black 
and white sets is an example of product innova¬ 
tion Using powerlooms instead of handlooms for 
weaving is an example of process innovation. 
Selling of goods through retail shops of the 
manufacturer instead of through dealers or 
wholesalers may be regarded as an example of 
innovation of distribution methods 

In a competitive market, every business 
must be on the look out for introducing new 
products or making existing products more use¬ 
ful It may be possible by adopting new methods 
or processes of production. Businessmen must 
also arrange for sale of goods by improved meth¬ 
ods so as to reach customers in new markets In 
the absence of these efforts it may not be possible 
for the firm to continue its business Thus, an 
important economic objective to be pursued by 
business is mnovauon. 

(iv) Best possible use of scarce resources 
Business activities require the use of men, ma¬ 
chines and materials which are considered to be 
scarce resources Every business is expected to 
have the objective of making the best use of these 
resources. This objective can be achieved by em¬ 
ploying efficient personnel, miking full use of 
machmes and reducing wastage of raw matenals 
Further, ways and means should also be found to 
make use of the waste materials Methods of 
waste treatment have been developed and 
adopted by vanous industnal units to make the 
waste materials commercially useful. 

2.2.2 Social Objectives 

Business is an integral part of society. No busi¬ 
ness activity can be undertaken in isolation from 
the rest of the society. Busmess must, therefore, 
fulfill the expectations of society Business ac¬ 
tivities must be conducted according to what 
people consider desirable. Undesirable activities 
should not be undertaken, nor should undesirable 
practices be adopted for the sake of profits. 


Manufacture or .sale of adulterated goods is al¬ 
ways against the interest of society No business 
can be successful in the long run if such practices 
are adopted. Thus, in the long run interest of 
business itself social objectives should form a 
part of business objectives. Itis interesting to note 
that govemm ent enterpnses give special attention 
to social objectives Four most important social 
objectives are; 

(i) Supply of desired quality of products, 

(ii) Avoidance of anti-social and unfair 
trade practices, 

(luj Generabon of employment: and 

(iv) Welfare of employees 

Let us now discuss each one of these social 
objectives in detail. 

(i) Supply of desired quality of products'ln 
every society it is expected that business firms 
will supply goods of the right quality at the nght 
price. Quality may mean durability, as in the case 
of camera, radio, etc. or purtty as in the case of 
medicines, or safety as in the case of pressure 
cooker, scienbfic instruments, etc. Consumers 
will not prefer to buy a product if it is not satisfac¬ 
tory from the point of view of quality, and is not 
available at a reasonable pace Hence, an impor¬ 
tant social objective of business should be to 
produce and sell goods of proper quality at rea¬ 
sonable price. 

(ii) Avoidance of antisocial and unfair trade 
practices Anti-social practices like hoarding, 
black-marketing and over-charging buyers are 
regarded m every society as highly undesirable 
acbvities. Some businessmen advertise so as to 
give a false impression about the quality of their 
products This practice is adopted to mislead 
people and make money by exploiting them. A 
business which is known to adopt anti-social or 
unfan trade practices not only earns a bad name 
but is also liable to punishment. It may be in the 
form of fine and even imprisonment Thus, an 
important social objective of business should be 
to avoid such means of earning profits 
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fluj Generation of employment Business 
firms employ people for diffcrciiL types of work 
This leads to generation of employment and in¬ 
come m society Besides, people who are handi¬ 
capped or poor are also given special considera¬ 
tion at the time of recruitment To make them 
useful in work, training is imparted where neces¬ 
sary. This practice helps in increasing the earn¬ 
ings of poor families, and makes handicapped 
{leople useful to the society Business firms which 
pursue these objectives improve their public 
image, 

Civj Welfare of employees Another impor¬ 
tant social objective of business is to look after the 
welfare of employees who contribute to the suc¬ 
cess of business. Thus, business firms provide for 
good working conditions for employees and pay 
them satisfactory wages and salaries Decisions 
affecting the employees are also taken by manag¬ 
ers in consultation with the representatives of 
employees. Large business fums generally pro¬ 
vide for housing and medical facilities for the 
employees and their family members. This is 
because welfare amenities are expected to im¬ 
prove the efficiency of employees and thereby 
raise the profitability of business 

2.3 CHARACTERISTICS OF BUSINESS 

We have discussed m the previous paragraphs the 
vanous economic and social objectives which 
should be pursued in the long run interest of 
business firms. Let us now consider the main 
characteristics of business activities Thecharac- 
tenstics may be listed as follows' 

(i) Sale or exchange of goods and services 
for the sati^action of human needs. All business 
activities directly or indirectly involve transfer or 
exchange of goods and services for value. If 
goods or services are consumed by the producer 
or buyer, it cannot be called a business acuvity 
Or, if goods are purchased by one to be presented 
as a gift to someone else, it is not business. 
Cooking food at home for the family is not 


business but, cooking food and selling it to others 
in a restaurant is business. Thus, one essential 
characteristic of business is that there should be 
sale or exchange of goods and services 

(u) Dealing in goods and services Dealing 
in goods and services is another distinct feature of 
business Goods produced or purchased for busi¬ 
ness purposes may consist of consumer goods 
like foodstuffs, clotli, etc . or capital goods like 
machinery, tools and equipments Consumer 
goods are generally meant for direct consump¬ 
tion, while capital goods are used for producing 
other goods. Services are facilities offered to 
consumers in the form of transportation, banking, 
insurance, supply of water, electricity, etc 

(ill) Regularity or continuity of dealings 
Business activiues consist of regular or continu¬ 
ous transactions involving sale or exchange of 
goods and services Business activity should be 
carried out frequently. One single transaction 
does not constitute business. Thus, if a person 
sells his domestic radio set even at a profit, it will 
not be called a business acbvity. But if he sells 
radio sets frequently either through a shop or from 
his house it will be a business activity 

fivj Profit earning Every business activity 
is carried on with the purpose of earning an 
income m the form of profit. No business can 
survive for long without earning profits That is 
why businessmen make all possible efforts to 
earn sausfactory profits by increasing the volume 
of business or by reducing costs, 

(v) Uncertainty of return Every business 
requires some amount of money to be invested to 
run the acUvities. Profits are expected to be earned 
in proportion to the amount invested in the busi¬ 
ness. But It is not certain that adequate profit will 
be earned. There is always a possibility that losses 
may be incurred inspite of best efforts This is 
because business conditions may change leading 
to a decline in producuon or sales. Also there may 
be unexpected situations beyond the control of 
businessmen as a result of which losses may be 
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incurred These possibiliLies are known as risks of 
business There arc several factors related with 
business risks, such as (.a) change in consumer 
tastes and fashions, (b) changes in the mclhods of 
production, (c) strikes and lockouts m work 
places, (d) increase of competition in ihe market, 
(e) fire, theft, natural calamities and accidcnls No 
business can altogether do away with risks 
Hence, uncertainty of return may be regarded as 
a significant characteristic of business 

2.4 NATURE AND CAUSES OF BUSINESS 
RISKS 

The success of a business firm does not depend 
only on the efforts of those who run the business. 
It depends on the existence of favourable condi¬ 
tions. If the business conditions are not really 
favourable the possibility of a set-back cannot be 
ignored Business nsks refer to the possibility of 
inadequate profits or even losses due to uncertain¬ 
ties or unexpected events which are beyond con¬ 
trol. For instance, the demand for particular prod¬ 
ucts may decline due to a change in the taste and 
fashion of consumers, or due to increased compe¬ 
tition. These are not easily predictable, nor fully 
controllable, by a business firm. Goods are gener¬ 
ally produced and held in stock in anticipation of 
sufficient demand Hence profits arc likely to 
decline if there is a fall of demand. Losses may 
also be caused by unforeseen events. For ex¬ 
ample, import of certain raw materials may be re¬ 
stricted by government. This may lead to a nse in 
the price of raw matenals, increase the cost of 
production, and, in turn, reduce profits. In fact, 
there are a number of causes which make business 
activities nsky. The more important causes of 
business nsks are the following; 

(i) Uncertainties relating to demand for 
goods, prices, competition, exchange 
rates affecting the cost of imports and 
exports, change in technology, govern¬ 
ment control, and realisation of custom¬ 
ers dues. 


(ii) Unfore.scen los.ses due to theft, fire imd 
other calamities like flood, earthquake, 
etc 

(ill) Unexpected events like stoppage of 
work due to power fadure or strike, 
damage of goods in transit, death or 
departure of a key employee, etc 
(iv) Factors affecting the availability of 
funds like changes in intcre.st rates, 
taxes, etc 

Business risks arising out of one or more 
causes arc to a large extent unavoidable. But some 
of the risks can be covered by insurance. The 
losses suffered can be recovered if the nsks arc 
insured on payment of a nominal amount of 
premium for insurance. Thus, the risks of loss by 
fue or theft, and the risk of loss or damage of 
goods-in-transit can be insured Certain risks can 
be shared also Thus, manufacturers and whole¬ 
salers may come to an agreement to share any loss 
which may be caused by falling prices 

2.5 ROLE OF PROFIT IN BUSINESS 

We have already discussed that earning profit 
cannot be the only objective of business. Indeed, 
for a business to be able to cam profits and grow, 
it has to pursue certain other economic and social 
objectives However, the importance of earning 
profit cannot be ignored It m ay be regarded as an 
important objective of business which will be 
clear if we analyse Its role from differentpoints of 
view 

First and foremost, it is a source of income 
and provides the means of livelihood for the busi¬ 
nessmen No one is expected to undertake busi¬ 
ness activities without earning an income to sat¬ 
isfy his needs. 

Secondly, a part of the profits can be used for 
increasing the volume of business, i.e for busi¬ 
ness growth. When profits arc large, it is always 
desirable to reinvest a reasonable portion of it to 
increase or diversify production, or to create new 
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facilities for more efficient operation. Retention 
of profit as an internal source of funds is a more 
dependable source of financing than external 
sources like banks and financial institutions, or 
individual investors 

Thirdly, profits indicate whether a business 
IS being managed efficiently or not. Hence, profit 
IS regarded as an index of performance of those 
who manage the business. The success of a busi¬ 
ness can be judged by reference to its ability to 
earn profits. 

Fourthly, profits also represent a rewardfor 
risk bearing. A businessman invests money to 
undertake business activity but thensk and uncer¬ 
tainties of business conditions involve the possi¬ 
bility of incurring losses as well Even then he 
runs the business in the hope of earning sufficient 
profits by overcoming the risks It is because of 
profits that tabng risk becomes worthwhile in 
business 

Last but not the least, with increasing profits 
over time, a business firm gams reputation. It is 
able to raise loans and obtain credit more easily. 
It IS in a better position to o ffer wages and salaries 
for the purpose of attracting trained and experi¬ 
enced employees Further, the exisUng employ¬ 
ees can be provided with better working condi¬ 
tions and more amenities if the business is profit¬ 
able. 

2.6 CASE FOR SOCIAL OBLIGATION 
OF BUSINESS 

Social obligation means the obligation or respon¬ 
sibility of business to act in a manner which will 
serve the best interest of the society. It may be 
noted here that social obligation of a business is 
different from legal obligation. Legal obligation 
may be fulfilled by mere compliance with the law 
but social obligation is not covered by law. It 
relates to the voluntary efforts on the part of 
businessmen to adopt ways and means to solve 
social problems. Itis based on the assumption that 


what IS good for society is also good for business. 

It IS sometimes believed that if a business 
firm continues to make profit, resources drawn 
from society are being used in the best possible 
way. Further, itis argued thatbusinessmen arc not 
competent to decide what is to be done in the best 
interests of society. If they try to engage in social 
activities, their performance will be poor. They 
are best able to manage business affans, and 
should engage in business activities only. These 
arguments may be valid in a limued sense but are 
not in accordance with present day thinking. 
Besides, increasing public consciousness of their 
own rights has also contnbuted to (he recognition 
of social responsibilities by business firms. The 
case for social obligaLon of business is as 
follows; 

(i) Long-term interest of business' Every 
business is a part of society. Therefore, business¬ 
men must consider it to be ihcir duly to satisfy the 
needs of society before using profits only for their 
own benefit Social improvements may be 
brought about by developing educational oppor¬ 
tunities, pollution control, or upliftment of the 
poor. If a part of the business income is spent for 
improving the social conditions, it is bound to 
create an environment most favourable for the 
long run prosperity of the business. 

fii) Public image. The profits of a business 
firm depend, lo an extent, on its public image A 
business firm can build up its public image if it 
undertakes activities for social good. Such a 
business generally enjoys the support of Us cus¬ 
tomers. Thereby U is also able to increase its 
earnings. 

(ill) Avoidance of government regulation ‘ If 
businessmen voluntanly discharge social obliga¬ 
tion, need for government regulation is avoided 
For instance, if there is pollution of air or water 
due to manufacturing activiaes, it is desirable that 
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the owner of business should volunlanly lake 
steps to prevent it. If that is not done, government 
may not allow the business to conbnue in that 
area Hence, the business may have to be closed or 
shifted to some otherplace involving huge expen¬ 
diture. Such a situauon could be avoided if pollu¬ 
tion control was undertaken by the business itself. 

(iv) Moral jusuflcation: Every business en¬ 
terprise IS a part of society and depends on the 
society in a number of ways It makes use of 
physical and human resources and tunds avail¬ 
able for business purposes. It also depends on 
society for the disposal of goods and services 
which are offered for sale Further, business firms 
make use of vanous common facilities provided 
by society like roads, power and water supply 
Therefore, it is the moral responsibility of busi¬ 
ness to contribute to the well-being of society. 

fvj Consumers' conscioiLsness In recent 
years many consumer groups have been organ¬ 
ised to educate the public about their rights as con¬ 
sumers. Complaints of consumers about defec¬ 
tive goods or overcharging are taken up by such 
organisations. They compel the producers and 
dealers to cither replace the goods or refund the 
excess price paid This development makes it 
necessary for businessmen to serve the interest of 
consumers by supplying the desired quality of 
goods at a reasonable pace. 

2.7 RESPONSIBILITY TOWARDS 

DIFFERENT INTEREST GROUPS 

The social responsibility of business is generally 
defined by reference to its responsibilities to¬ 
wards the following interest groups in society. 

(i) Owners; 

(ii) Employees, 

(ill) Consumers, 

(iv) Suppliers; 

(v) Government, and 


(vi) Community and Society 

(i) Responsibility towards owners It is the 
primary responsibility of the mangers of business 
that owners should be assured of a fair and reason¬ 
able rate of return on their capital The expected 
rate of return depends on the nature of business, 
risks involved and the return earned by similar 
other firms In the case of companies, sharehold¬ 
ers (owners) expect that the value of their share 
should not fall but it should increase They also 
expect regular and accurate information about the 
working of the company. 

(li) Responsibility towards employees An¬ 
other responsibility of business consists of paying 
fair wages to employees and providing secunty of 
job and promotional opportunities Apart from 
these, welfare amenities like satisfactory working 
conditions, medical facilities, housing, canteen, 
leave and redrement benefits should also be pro¬ 
vided to the employees to make them more effi¬ 
cient and loyal. These facilities are also consid¬ 
ered necessary due to pressure groups like trade 
unions and increasing consciousness of workers 

(ill) Responsibility towards consumers. This 
should be regarded as the most importan t respon¬ 
sibility of business. If the customers are not satis¬ 
fied as regards the quality and price of goods, 
business cannot survive For the satisfaction of 
customers the business should also avoid unfair 
trade practices This is all the more important 
because of increasing consciousness among con¬ 
sumers about their nghts. 

(iv) Responsibility towards suppliers: Every 
business enterprise should develop and maintain 
healthy relations with the suppliers. In order to get 
regular and timely supply of raw materials and 
other items, dealings with the suppliers should be 
based on fair terms and condiuons regarding 
price, regularity of payment, etc. 
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(v) Responsibility towards government It is 
expected that business wdl be conducted in law¬ 
ful manner and businessmen will comply with all 
legal requirements. Furtlier, it is expected that 
taxes would be paid honestly and in time. Some¬ 
times businessmen do not disclose all their in¬ 
comes and record the expenses which they have 
not actually incurred This practice leads to tax 
evasion Such practices are illegal and should be 
avoided in their own interest because if they are 
delected then heavy penalties are to be paid. 

(vi) Responsibility towards the community 
and society. Business responsibility towards the 
community requires that firms should contribute 
to the safety and welfare of the community at 
large. Production of goods on a large scale often 
leads to the pollution of atmosphere, air and 
water. Business firms should takenecessary steps 


to prevent it. Leakage of poisonous gas from 
Union Carbide factory at Bhopal in December, 
1984 caused unprecedented human disaster Such 
instances are really unfortunate It is the respon¬ 
sibility of businessmen to provide for adequate 
safety precautions to avoid such tragedies. Con¬ 
tribution to the welfare of society is equally 
important Some large business Turns have started 
responding to this obligation by imiiating pro¬ 
grammes of rural and community development. 

2.8 SOCIAL VALUES AND BUSINESS 
ETHICS 

Social values refer to the basis on which members 
of a society judge each other’s conduct or behav¬ 
iour Values determine what people consider to be 
good or bad for society, or what is nght or wrong. 
In relation to business activities, social values 


RESPONSIBILITY OF BUSINESS TOWARDS DIFFERENT INTEREST GROUPS 


Interest Groups 


Business 



Nature of Responsibility 

Fair rate ot return, safety of funds, capital appreciation,regular 
and accurate information 

Fair wages, security ot jobs, promotional opportunities,welfare 
amenities 

Regular supply of quality goods and services at reasonable price, 
avoiding unfair trade practices 

Fair terms and conditions, regularity of payment 

Compliance unit laws and payment of taxes- honestly 

Safety and welfare of the community, 


Fig. 2.1 
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define: (i) what are the characteristics of good 
business, (ri) what objectives are desirable to be 
pursued by business, and (in) how businessmen 
should conduct their affans in the interest of 
society. Tlius, for instance, according to the pre¬ 
vailing social values, people consider it bad if a 
businessman sells defective goods, or uses false 
weights, or if y^orkers are not paid adequate 
wages. 

From social values are denved certain moral 
pnnciples, that is, codes of conduct or behaviour 
of people in society These moral pnnciples may 
be called social ethics Business ethics refers to 
the moral pnnciples which should govern busi¬ 
ness activities in relation to society The most 
important question ansing out of business ethics 
is this' Should businessmen aim at making profits 
by any means? The answer is ‘No’. Business 


ethics does not permit a businessman to adopt 
dishonest means for the sake of personal gain. He 
should charge fair price for the goods He should 
not cheat the public by selling goods which are not 
genuine He must disclose to the Government his 
actual profits and pay taxes as an honest tax¬ 
payer. In short, business ethics suggests the ways 
and means of running a business which are mor¬ 
ally justified. It lays down pnnciples governing 
business practices and regulates the conduct of 
business affairs. To be honest and truthful, not to 
cause harm to others for personal gam, are ethical 
pnnciples. Businessmen are to be guided by such 
pnnciples This is because in the long run, success 
of business depends on fair and honest dealings 
with the public, and adopting practices which are 
beneficial to society. 


SUMMARY 

1. Economic and Social Objectives of Business 

The mam economic objectives of busmess are (i) eammg profit, (li) creation of customers and 
(ui) iimovation Social objectives relate to (i) supply of desired quality of products at reasonable 
prices, (ii) avoidance of anti-social practices, (iii) generation of employment and (iv) welfare of 
employees 

2. Characteristics of Business 

Some of the important characteris tics of busmess may be listed as (i) sale or exchange of goods and 
services for the satisfaction of humanneeds, (ii) dcalmgs m goods and services, (m) regularity or con- 
tmuity of dealmgs, (iv) profit eammg, and (v) uncertainty of return or risk 

3. Nature and Causes of Business Risks 

Business nsks refer to the possibility of madequate profits or even losses due to uncertainties or 
unexpected events which are beyond control Busmess risks arise mainly due to (i) uncertainties 
relating to demand, prices, competition, exchange rates affecting the cost of imports and exports, 
change m technology, and government control, (li) unforeseen losses due to theft, fire and other 
calamities hke flood, earthquake, etc , (iii) unexpected events like stoppage of work due to power 
failure, strikes, and death or departure of a key person, etc , and (iv) factors affectmg the availabil¬ 
ity of funds hke changes m mterest rates, taxes, etc. But risks are generally unavoidable but some of 
the risks may be covered by insurance and a few may be shared with others 
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4. Role of Profit in Business 

Earning profiL is recognised as the primary objective of business Apart from some other social 
objectives of business the importance of profit arises from the followmg 

(i) Profit as a source of income provides tile means of livelihood for businessmen, 

(ii) Part of the profit retamed m the busmess can be used for increasing the volume of busmess, 
(ill) Profit IS regarded as an index of performance of those who manage the busmess, 

(iv) Profit is the reward for businessmen who bear the risks of business; and 

(v) Profit helps business to gam reputation and goodwill in the market. 

5. Case for Social Obligations of Business 

Social obligation means the obligation or responsibility of business to act m a manner which will 
serve the best interests of the society. It is different from legal obligation as it is not covered by law. 
Itrclates to the voluntary efforts of busmessmen towards thebettermentofsociecy. Thecasefor social 
obligation of busmess is based on the following arguments 

(i) It IS in the long-term self-mterest of business; 

(ii) It increases the public image of busmess; 

(ill) Government control is avoided; 

(iv) It IS justified on moral grounds; 

(v) It IS considered necessary due to pressure groups like trade unions and consumer organisa¬ 
tions 

6. Rcspon.slbiIity towards DlfTerent Interest Groups 

Responsibility of business towards different mterest groups comprises responsibility towards 
owners, employees, consumers, suppliers, government and the community However, the nature of 
responsibilities towards different mterest groups are different 

7. Social Values and Business Ethics 

Social values determine what people consider to be good or bad for society. In relation to busmess, 
social values defme thecharacteristics and objectives of good business as well as themanner in which 
busmess affairs should be conducted. The moral pnnciples derived from social values are called 
social ethics Busmess ethics refer to the moral principles which should govern busmess activities 
m relation to society, 


QUESTIONS 


I OBJECTIVE TYPE 

Which of the following statements are right and which are wrong"^ 

1 Creation of demand for goods is a social objective of busmess 

2 Genei ation of employment is the primary economic objective of busmess 

3 Profits are expected to be earned by businessmen m proportion to the amount invested m 
busmess 
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4 Social obligation of business is based on the assumption that what is good for busmess 
also good for society. 

5. The primary responsibility of managers of business is towards the owners 

n SHORT ANSWER TYPE 

1. What do you understand by 'Business Risk"^ 

2. State the importance of'profit* in business. 

3. Explain briefly the concepts of social values and business ethics 

in. ESSAY TYPE 

1 What are the mam characteristics of business? How wiU you distmguish between 
business andnon-busmess activities? 

2. Discuss the economic objectives of business. What is the difference between the 
economic objectives and social objectives? 

3. Give reasons to justify why busmess should assume social responsibilities? 

4. Explain briefly the social responsibilities of business towards, 

(1) Employeesi; 

(ii) Government; 

(ill) Community 

5. Write explanatory notes on: 

(i) Social objectives of business; 

(ii) Nature and causes of business risks; 

(iii) Role of profit m busmess. 
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Structural Aspects of Bus: 


LEARNING OBJECTIVES 

After reading this chapter you will be able to; 

1. analyse the influence of environment on business firm; 

2. classify the range of business activities; 

3. distinguish between different types of industry; and 

4 examine the role of commerce as a part of business acuvity. 
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3.1 INTRODUCTION 

When we talk of structural aspects of business, 
what immediately comes to mind is the function 
and role of diffeient types of business activities. 
Business includes industry, commerce and 
certain auxiliary activities. These are 
interdependent They also interact with environ¬ 
ment and affect each other 

Every business firm has its own environ¬ 
ment. No firm operates in isolation It influences 
the environment and. in turn, is influenced by the 
environment. There are a number of environ¬ 
mental factors which affect every business firm 
At the same time, certain specific factors affect 
particular types of business activities more than 
others It is therefore necessary to understand the 
nature of interaction between business and envi¬ 
ronment The range of business activities in every 
society has increased over time. There are differ¬ 
ent types of industries and commercial activities 
undertaken in modem society. In this chapter, wc 
shall discuss the nature of influence of environ¬ 
ment on business activities with reference to the 
role of industry and commerce in society 

3.2 BUSINESS ENVIRONMENT 

Business environment may be defined as all those 
conditions and forces external to a business firm 
under which it operates Innumerable forces 
operate outside a business firm (see Fig 3 1) 
These forces may be divided into two categories. 
(1) specific external environment and (2) general 
external environment, Specific external forces 
such as customers, creditors, suppliers, etc , di¬ 
rectly affect a firm. The general external forces 
exercise their influence in an indirect manner by 
influencing other forces. For purposes of under¬ 
standing, the environmental forces may be 
grouped in different ways. However, the major 
groups include economic, political and social 
The economic environment includes all 
markets m which business firms buy, sell, raise 


funds, employ labour, etc The political environ¬ 
ment includes political conditions, government, 
and laws which regulate business activities The 
social environment is made up of attitudes, de¬ 
sires, expectations, education, beliefs and cus¬ 
toms of people Let us understand how each of 
these factors may affect the operations of busi¬ 
ness fums. 

3.2.1 Economic Environment 

It consists of a large number of factors including 
markets for goods, sources of capital, income 
levels of people, economic policies of the govern¬ 
ment, etc. Availability of capital encourages 
business firms to grow Increase in interest rates 
discourages borrowing Increase in tax rates acts 
as a disincentive, Similarly, rise or fall in demand 
for goods, and rise or fall in prices affect business 
firms. In fact, activities of firms are invariably 
influenced by all these factors. Some examples 
may make it clear: 

— During sevenUes, there was a heavy demand 
for two-wheelers and scarcity in the market 
In the early eighties, government changed its 
policy so as to relax controls over the expan¬ 
sion of automobile industry Now there is no 
scarcity of two-wheelers 

— Some state governments have decided to ban 
the use of wooden packing cases for fruits as 
part of their efforts to preserve forests. They 
are encouraging the use of cardboard con¬ 
tainers for this purpose. This policy will help 
the growth of cardboard producing firms, but 
at the same ume will adversely affect the 
existing firms manufacturing wooden cases, 

— Atone time the people in our country had low 
income. They were satisfied with the bare 
necessities of life. As a result of nsmg in¬ 
come of the people, the demand for many 
luxury goods, radios, TVs, etc has increased. 



BUSINESS STUDIES 


BUSINESS and its ENVIRONMENT 





STRUCTURAL ASPECTS OF BUSINESS 


23 


3.2.2 Political Environment 

Political environment has several connotations. 
For example, which political party is in power? 
What is it's ideology? Does a stable government 
exist? All these questions have a bearing on 
business. Political peace and stability—^both na¬ 
tional and international—affect business fums 
Bottlmg and sale of Coca Cola was discontinued 
m India in the seventies because of the govern¬ 
ment policy of restncting the growth-of multina¬ 
tional companies in the country Recently the 
government has allowed another multi-national 
company (Pepsi Cola) to enter the Indian market 
m order to encourage the fruit growing and 
processing industnes. 

The influence of political parties in workers’ 
union is also a part of the political environment of 
thebusiness. Industnes are under greater pressure 
due to the continuing demand of workers for 
better wages. 

Business is affected adversely if there is not 
stable Government. Thus, for example, political 
unrest and agitations in North-Eastern India for a 
number of years halted economic development 
and business growth in that area 

3.2.3 Social Environment 

The nature of goods and services in demand 
depends upon people’s attitudes, education, cus¬ 
toms and other social factors. 

Since independence, the joint family system 
in our country is gradually being replaced by 
small units of families. Women are increasingly 
being employed in jobs. As a result, the demand 
for household equipment like rcfngcrators, elec¬ 
trical gadgets, etc has increased a great deal Widi 
the growth in numbers of educational institu¬ 
tions, the demand for books and stationery has 
gone up The attitudes of people have changed 
with respect to food and clothing This has re¬ 
sulted in the development of food processing in¬ 


dustnes and garment making business Similar 
changes in the habits and customs of people in 
society have influenced the growth of business in 
different fields. The social factors put together 
may thus be regarded as an important element of 
environment affecting business 

3.3 DYNAMIC NATURE OF BUSINESS 

ENVIRONMENT 

Business envuonment is quite often subject to 
fast and significant changes Some of these 
changes are: (i) increasing government interven¬ 
tion in business, (ii) growing social conscious¬ 
ness, (in) rapidly changing technology; (iv) 
growing importance of international business 
How these changes influence business activities 
is explained below 

(i) Increasing government intervention in 
business Since the commencement of planning 
for economic development, regulation and con¬ 
trol of pnvate business activities by the Govern¬ 
ment has continuously increased. Several laws 
have been passed to control monopolies, restric- 
Uve and unfair trade pracuces, and foreign trade, 
Besides supply and pnees of essential commodi¬ 
ties, raising of capital by large enterprises, loca¬ 
tion of industries, etc. are also regulated by Gov¬ 
ernment in different ways. Above all, a large 
number of Government enterprises have been 
established to engage in industrial and commer¬ 
cial activities. Distnbution of essential goods has 
also been undertaken by Government agencies 
As a result of all these changes, business firms arc 
no longer free to take decisions without taking 
into accountthe legal and administrativecontrols 

(ii) Growing social consciousness After in¬ 
dependence, thespread of literacy andpubliccon- 
sciousness of their rights have contributed a great 
deal in arousing the aspirations of people. Con¬ 
sumers ' expectauons have gone up with regard to 
j^foduct quality, safety, price, etc People are now 
more concerned about environmental pollution 
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than ever before. As a result it has become all tlie 
more important for a business firm to be respon¬ 
sive to public demands 

(iii) Rapidly changing technology: Techno- 
logieal changes arc taking place so fast that in¬ 
creasingly large numbers of new products are 
being introduced in the market Changes in tech¬ 
nology has also broughtaboulsigmficantchanges 
in the communication system. As a result, con¬ 
sumers in wider markets can also be informed 
about new products through mass media These 
have particularly affected modem industries Itke 
those manufacturing engineering goods, elec¬ 
tronic equipments and industrial machinery 
fivj Growing importance of international 
business' Over the years not only has there been 
a change in the nature of imports and exports, the 
volume of foreign trade has also grown at a rapid 
pace The traditional exports from India like tea, 
jute, cotton have been replaced by engineering 
goods and sophisticated equipments. Similarly 
the imports of consumer goods have substantially 
declined and the imports of steel, machinery and 
equipment have continuously increased The di¬ 
rection of foreign trade has undergone corre¬ 
sponding changes Foreign trade with U K. has 
declined with increased volume of trade with the 
Soviet Union, in terms of value and quantity. In 
recent years, many collaboration agreements of 
Indian firms with foreign companies of Japan, 
West Germany and USA. have been permitted 
by the Government in such industries as automo¬ 
biles, cement and electronic goods. The environ¬ 
ment of business has naturally altered with chang¬ 
ing pattern of India’s foreign trade and foreign 
collaboration. 

3.4 INTERACTION BETWEEN 

BUSINESS AND ENVIRONMENT 

The foregoing discussion clearly bnngs out the 
impact of environment on business. A business 
firm draws money, materials, machines and van- 
ous other resources from its environment. Any 


change which affects the price, quality and supply 
of these inputs will have its effect on the Firm 
Similarly, the output of products and services is 
offered to the environment The society decides 
the quantity, quality and the price at which the 
products and services will be accepted The sur¬ 
vival of a firm depends upon the acceptance of its 
products and services by the environment Thus 
the environment may be said to determine the life 
and death of business Hence, the linkage be¬ 
tween business and its environment is of 
considerable significance to a business firm It 
must adapt itself to the environmen tal changes for 
survival 

The relauonship between business and envi¬ 
ronment can be better appreciated after examin¬ 
ing the links among various business activities 
commencing from production and ending with 
final consumption 

3.5 CLASSIFICATION OF BUSINESS 
ACTIVITIES 

Business activities range from making things 
available for producuon of goods to actual pro¬ 
duction of goods and then, making goods avail¬ 
able for consumption by people. These activities 
may be classified in three ways on the basis of 
size, ownership or function. These are explained 
below. 

(i) Classification on the basis of size' On the 
basis of size, business activities are broadly 
grouped into two categones; (a) small scale, and 
(b) large scale A small scale indus trial unit is one 
m which investment in plant and machinery does 
not exceed Rs.35 lakh. In case it is an ancillary 
unit producing parts or components for a large 
scale unit, the investment limit is Rs .45 lakh. The 
concept of small-scale or ancillary unit changes 
with the change in pnee level Small units are 
entitled to certain benefits and pnvileges as 
against large scale units. They require less capital, 
employ small number of workers and produce on 
a small scale. Goods like ice cream, knitwears. 
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emergency lamps, bicycle parts, sporls goods, 
and stationery items like pens, pencils, sharpen¬ 
ers, etc. are produced by small units. Large scale 
units call for substantial investments, which are 
used to purchase, instal and operate big and so¬ 
phisticated machineries. They employ a large 
number of workers and produce on a large scale 
Iron & steel, cement, petrochemicals and automo¬ 
bile manufacturing units are examples of large 
scale business. 

(u) Classification on the basis of ownership' 
Business activities may be broadly grouped into 
two categories on the basis of ownership' (a) 
public; and (b) private. If a business is owned by 
government or any of its agencies, it is known as 
a public enterprise. Where ownership of business 
IS in the hands of persons other than government. 
It IS a private enterprise. A few enterpnses are 
owned partly by govemmen t and partly by pnva te 
businessmen directly or indirectly. They are 
called joint sector enterprises. 

Private business firms are organised m sev¬ 
eral forms. They include sole proprietorship, 
partnership, joint Hindu family, joint stock com¬ 
pany, and co-operative society. A public enter- 
pnse may be organised as a departmental under¬ 
taking, statutory corporation, or government 
company. Joint sector enterprises are normally in 
the form of companies. 

(m) Classification on the basis of function: 
We may classify business activiues on the basis of 
function into two broad categories; (a) industry; 
and (b) commerce. Industry is concerned with the 
production or processing of goods and materials 
Commerce includes all those activities which are 
necessary for their storage and distribution. On 
the basis of these two categories, we may classify 
business firms into ‘industrial enterpnses’ and 
‘commercial enterprises’. The goods produced 
by an industnal enterpnse may be either for fmai, 
consumption by consumers or for use in other 
industrial enterprises. In the former case, they are 
called consumer goods, for example, bread. 


butter, cheese, sugar, textiles, shoes, radio, TV, 
etc. On the other hand, production of machinery 
or machine-tools by an engincenng firm are 
called capital goods. It is because they are used by 
other industrial enterpnses for manufactunng 
consumer goods. Commercial enterpnses include 
trading and service activities like transport, bank¬ 
ing, insurance, warehousing and advertising. 

Let us examine the activities relating to 
industry and commerce. 

3.6 INDUSTRY AND ITS TYPES 

Industry refers to economic activities which are 
connected with raising, producing or processing 
of goods and services. In a broad sense, the term 
‘industry’ is also used to mean groups of firms 
producing similar or related goods and services. 
For example, cotton textile industry refers to all 
manufactunng units producing textile goods like 
cloth, etc. from cotton. 

Industries may be divided into two broad 
categories: primary industries, and secondary 
mdustnes. Pnmary industries include all those 
activities which are connected with the extrac¬ 
tion, producing and processing of natural re¬ 
sources. These mdustnes may be further sub¬ 
divided as follows' 

(i) Extractive mdustnes, and 

(ii) Genetic mdustnes. 

Secondary mdustnes are concerned with the 
materials which have already been produced at 
the primary stage The mimng of iron ore is 
pnmary industry, but manufacture of steel is 
secondary industry. Secondary mdustnes may be 
of two types: 

(i) Manufacturing industnes, and 

(ii) Construction industries. 

3.6.1 Extractive Industries 

Extractive industnes are those which involve 
extraction of something from natural sources like 
timber from forests, fish from rivers and seas, and 
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minerals from under the earth Their products 
include Umber, fish and various minerals like 
coal, iron ore, hme stone, etc. In such cases, the 
products are either directly consumed or are used 
as raw materials for further treatment For ex¬ 
ample fish is often directly consumed, coal is used 
as a fuel, while minerals are used as raw materials 
to produce various goods These activines were 
earned out manually in the past However, with 
the passage of time, machines have come into use 
in some of these mdusUies like mining which is 
highly mechanised 

3.6.2 Genetic Industries 

These are primary industries which include ac¬ 
tivities connected with reanng and breeding of 
animals and birds and growing plants Reproduc¬ 
tion and mulUplication of certain species is the 
mam activity in these industnes. Examples of 
these industries are. 

— Agricultural activities for the production of 
crops 

— Animal husbandry which may include rear¬ 
ing of cattle for milk, grazing sheep for 
wool and mutton etc 

— Dairy farming likeusing milk from cattle to 
produce butter, cheese, etc 

— Poultry farming which may include raising 
birds (hens and ducks) for meat and eggs 

— Pisciculture, i e. growing fish in ponds, 
canals and nvers 

— Orchards or farms to grow fruit trees of dif¬ 
ferent kinds like apples, cherries, grapes, 
etc 

3.63 Manufacturing Industries 

Manufacturing industries are secondary indus¬ 
tries which convert raw matenals into finished 
products, for example, cotton orjuteuito textiles. 
Umber into furniture, iron-ore into steel, and so 
on Essentially, they change the form of goods 
(raw matenals) and, thus, create form utility 


These industnes may be run on a small scale using 
simple tools and equipments or on a large scale 
using power dnven complex machinery. 
Manufactunng enterpnses produce; 

(i) Goods for day-to-day consumption 
(consumer goods) like cloth, soap, hair 
oil, staUonery, etc. 

(ii) Goods which are needed for other pro- 
ducUon activities (intermediate goods) 
like steel, cement, chemicals etc 

(ill) Capital goods like machinery andequip- 
ments which are required to manufac¬ 
ture consumer and intermediate goods 

3.6.4 Construction Industry 

AcUviUcs concerned with building houses for 
vanous purposes, and making roads, badges, 
dams, seaports, aerodromes, etc. belong to the 
category of construction industry The peculiar 
feature of these activities is that their output does 
not consist of movable goods ConstrucUon in¬ 
dustries make use of the output of vanous other 
industries, like bncks, sand, cement, steel, etc 
ConstrucUon activiUes are labour intensive by 
nature. However, in big construction works, the 
use of heavy machines like cranes, bulldozers, 
etc, is increasing 

3.7 MEANING AND FUNCTIONS OF 

COMMERCE 

Commerce includes all those business activities 
which are undertaken for the sale or exchange of 
goods and services and facilitate their availability 
for consumption and use. Commerce provides the 
necessary link between producers and consum¬ 
ers. It embraces all those activities which are 
necessary for maintaining a free flow of goods 
and services Commerce is thus defined as activi¬ 
ties involving the removal of hindrances in the 
process of exchange. The hindrance of persons is 
removed by traders making available goods to the 
consumers from the producers. Transport 
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removes the hindrance of place by moving goods 
from the places of production to the markets for 
sale. Storage and warehousing activiues remove 
the hindrance of time by facilitating holding of 
stocks of goods to be sold as and when required 
Goods held in stock as well as goods in course of 
transport are subject to the nsks of loss or damage 
due to theft, fire, accidents, etc. Protection against 
these nsks is provided by insurance of goods. 
Capital required to undertake the above activities 
is provided by bankin g and financial ms htutions 
Adverdsing makes it possible for producers and 
traders to inform consumers about the goods and 
services available in the market. Hence, com¬ 
merce may be said to consist of activities remov¬ 
ing the hindrances of persons, place, time, nsk, 
finance and information in the process of ex¬ 
change of goods and services 

It should be clear from the above that the term 
‘commerce’ includes a wide range of activities 
connected with sale or exchange of goods and 
services. The functions of commerce, therefore, 
may be outlined as follows: 

(i) The large variety of goods which are 
produced regularly are meant for con¬ 
sumption by people living in different 
areas This requires procurement of 
goods from the producers for sale to the 
ulumate consumers. Traders help the 
exchange of goods by acting as a link 
between the producers and the consum¬ 
ers. Trade is indeed the most important 
branch of commerce as it relates to the 
transfer or exchange of goods and serv¬ 
ices Buying and selling of goods which 
take place in trading activities consti¬ 
tutes the most important function of 
commerce 

(li) Production of goods IS earned out in par¬ 

ticular places whereas consumers are 
scattered in different cities, towns and 
villages Goods must therefore be 
moved from the places of production to 


the various markets. Transportation by 
road, rail and air helps the process of 
movement without which the sale of 
goods to consumers would be impos¬ 
sible. Thus, transport is essential for 
buying and selling of goods, and is an 
important function of commerce. 

(ill) In modem societies, production gener¬ 
ally takes place in anticipation of de¬ 
mand. Hence, goods which are pro¬ 
duced continuously must be held in 
stock and made available for sale as and 
when necessary This function is per¬ 
formed through arrangements for stor¬ 
age of goods in warehouses. Hence, 
warehousing is regarded as another es¬ 
sential function of commerce. 

(iv) Insurance of goods and buildings is 
required to cover the risks of loss or 
damage due to fire, theft, accident and 
natural calamities, Traders are able to 
protect themselves against these nsks by 
insuring goods and buildings on 
payment of a nominal amount of pre¬ 
mium to the insurance company. 
Insurance as a branch of commerce is as 
important as the others. 

(v) Trading activities require funds for pro¬ 
curement and storage of goods before 
they are transferred. Besides investing 
their own capital, it is often necessary 
for them to borrow money. Loans pro¬ 
vided by banks and financial institutions 
are helpful Whenever traders arc m need 
of additional funds. Banking as a part of 
commercial activities is actually re¬ 
sponsible tor increasing the volume of 
trade 

(vi) Consumers must be aware of the variety 
of goods available in the market before 
making their purchases. It is therefore 
necessary that information relating to 
the goods and services produced must 
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reach the public. One of the common 
methods of providing information about 
goods on sale is advertising. As a branch 
of commerce, advertisinghelps in bang¬ 
ing all types of goods to the notice of 
consumers 

3.8 TRADE AND ITS TYPES 

Trade is an integral part of commerce It refers to 
sale, transfer or exchange of goods It helps 
movement of goods from producers. As you 
know goods are now produced on a large scale 
and it is impossible for producers to reach indi¬ 
vidual customers for sale, of their product. Busi¬ 
nessmen who are engaged in trading activities act 
as middlemen to make the goods available to con¬ 
sumers in different markets. It is, therefore, said 
that goods acquire place utility through trade. In 
the absence of trade production on a large scale 
would have been impossible to undertake. The 
growth of trade has taken place mainly due to 
increasing volume and vanety of goods which are 
produced in different locations and are meant for 
sale in distant markets. 

Trade may be classified either on the basis of 
volume of business or on geographical basis For 
example, when goods are purchased in bulk from 
the producers it is known as wholesale trade. 
Those who are engaged in this trade are known as 
wholesalers. On the other hand, when goods are 
bought in small quantities either from the whole¬ 
salers or manufacturers to be sold to ultimate 
consumers, it is known as retail trade. Business¬ 
men are known as retailers when they undertake 
retail trade. Trading activities which takes place 
within the country is known as inland or domestic 
trades, whereas goods purchased from or sold to 
a foreign counfry is known as foreign trade. If 
goods are purchased from a foreign country it is 
called import trade. If they are sold to other 
countries, it is known as export trade. When 
goods are imported for export to other countnes it 
is known as Entrepot trade. Let us discuss briefly 


the nature of various types of trades. 

3.8.1 Domestic Trade 

Domestic trade consists of sale, transfer or ex¬ 
change of goods within a country. It is also called 
internal trade or home trade. This type of trade 
facilitates movement of goods from points of 
production to areas where they are needed. Trans¬ 
fer of goods from one region to another region 
helps to bang uniformity of paces. It also serves 
a social purpose by creating a feeling of oneness 
among the people of different regions 

Growth of domestic trade depends upon the 
development of internal transport system— 
roads, railways, airlines, inland waterways and 
coastal shipping. Usually, movement of goods 
takes place by road and rail transport The volume 
of trade also depends upon the size of population, 
volume of production, development of banking 
and other support facilities, Above all, political 
stability and economic policies of the Govern¬ 
ment are the other environmental factors which 
influence the growth of trade 

Wholesale trade • Wholesale trade involves 
buying goods from producers and selling them in 
small quantities to retailers Wholesalers under¬ 
take the responsibility of procuring and stonng 
large quanUties of goods for supply to the retailers 
as and when required by them. The wholesaler 
serves as an important link between the manufac¬ 
turer and the consumers through retailers. He 
provides informauon to the manufacturers on the 
demand for goods, customer preferences, etc. For 
his services, the wholesaler receives commission 
from the manufacturer on goods purchased 
A wholesaler may procure goods from one or 
more manufacturers, although he may specialise 
in particular types of products. 

Retail Trade Retail trade refers to sale of 
goods in small quantities direedy to consumers. A 
retailer usually purchases goods from wholesal¬ 
ers Sometimes, he purchases from manufactur¬ 
ers directly. He is a precious link between 
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manufacturers and consumers. It is he who sells 
goods to the ultimate consumers He generates 
good will for a manufacturer and his product. He 
also communicates the problems of consumers to 
the manufacturer through wholesaler. Informa¬ 
tion relating to competing products are known to 
the producers and wholesalers through the re¬ 
tailer 

A retailer may stock different types of goods 
of the same manufacturer or similar goods of 
different manufacturers. He may also specialise 
in a line of goods e g. foodgrains, hooks, station¬ 
ery, leather products, etc. 

3.8.2 Foreign Trade 

Foreign trade consists of trade among different 
countries It involves import and export of goods. 
It facilitates countnes to specialise in the produc¬ 
tion of goods for which they have maximum 
relative advantage. This helps all trading coun¬ 
tnes denve the benefits of specialisation. The 
movement of goods takes place usually by sea 
wherever possible. In adjoining areas, rail and 


road transport may be used. Air transport is used 
for goods of small bulk and high value 

Foreign trade—import or export—depends 
upon government policies in the trading coun¬ 
tnes and usjially requires a number of formalities 
to be completed. There are restnctions imposed 
on free entry of goods and duties and taxes are to 
be paid B esides, the foreign exchange earned by 
an exporter has to be surrendered to Reserve Bank 
of India in exchange of Indian currency. On the 
other hand, importers have to obtain foreign ex¬ 
change from the Reserve Bank of India. Violation 
of laws relating to import, export or foreign ex¬ 
change entails punishment 

In India, we have certain government agen¬ 
cies which undertake foreign trade in bulk, for 
example, the State Trading Corporation (STC), 
Minerals and Metals Trading Corporation 
(MMTC), etc. A developed banking system is 
very useful in foreign trade. Our commercial 
banks provide numerous services to the importers 
as well as the exporters. Government policies are 
also in favour of export promotion. 
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3.9 AUXILIARIES TO BUSINESS 
ACTIVITY 

The term ‘auxilianes to business’ mean subsidi¬ 
ary activities assisting business. Transport, bank¬ 
ing, insurance, warehousing, and advertising are 
regarded as auxiliaries i e activities playing sup¬ 
porting role to trade. In fact, these activities not 
only support trade but also industry and hence, the 
enhre business activity. However, auxilianes are 
an integral part of commerce in particular and 
business activity in general. These activities help 
in removing vanous hindrances which arise in 
connection with the production and distribution 
of goods, Transport facilitates movement of 
goods from one place to another. Banking pro¬ 
vides financial assistance to the traders. Insurance 
covers vanous kinds of business risks. Warehous¬ 
ing creates storage facility. Advertising provides 
information. In other words, these activities fa¬ 
cilitate movement, storage, financing, risk cover¬ 
age and sales promotion of goods. Auxilianes are 
bnefly discussed below. 

3.9.1 Transport 

Production of goods generally takes place in 
particular locations For instance, tea is mainly 
produced in Assam, cotton in Gujarat and Mahar¬ 
ashtra, jute in West Bengal and Orissa, sugar in 
U P., Bihar and Maharashtra, and so on. But these 
goods are required for consumption in different 
parts of the country The obstacle of place is 
removed by transport — road, rail or coastal 
shipping. Transport facilitates carrymg of raw 
materials to places of production and the finished 
products from factories to places of consumption. 

Alongwith transport facility there is also 
need for communication facilities so that produc¬ 
ers, traders and consumers may exchange infor¬ 
mation with one another. Thus post and telegraph 
services and telephone facilities may also be 
regarded as auxiliaries to business activibes. 


3.9.2 Banking 

Business activities cannot be undertaken unless 
funds arc available for acquiring assets and meet¬ 
ing the day to day expenses. Necessary funds can 
be obtained by businessmen from banks. Thus, 
banking helps business activities to overcome the 
problem of finance. Commercial banks generally 
lend money by providing overdraft and cash 
credit facilities. Banks also undertake collection 
of cheques, remittance of funds to different places 
and discounting of bills on behalf of traders. In 
foreign trade payments are arranged by commer¬ 
cial banks on behalf of importers and exporters. 
Commercial banks also help promoters of compa¬ 
nies to raise capital from the public. 

3.9.3 Insurance 

Business involves vanous types of nsks. Factory 
building, machinery, furniture etc. must be pro¬ 
tected against fire, theft and other risks Matenals 
and goods held in stock or in transit are subject to 
the risks of loss or damage Employees are also 
lequued to be protected against the nsks of acci¬ 
dent and occupational disease. Insurance pro¬ 
vides proteebon in all such cases On payment of 
a nominal premium, the amount of loss or 
damage and compensabon for injury, if any, can 
be recovered from the insurance company 

3.9.4 Warehousing 

Usually goods are not sold or consumed immedi¬ 
ately afterproduction. They are held in stock to be 
available as and when required. Special arrange¬ 
ments must be made for storage of goods to 
prevent loss or damage. 

Warehousing helps business firms to over¬ 
come the problem of storage and facilitates the 
availability of goods when needed Prices are 
diereby maintained at a reasonable level through 
continuous supply of goods. 
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3.9.5 Advertising 

Mass consumption goods of daily use like sugar, 
salt, soap, edible oil, textiles, toothpaste, paper, 
pen etc , arc manufactured and supplied in the 
market by numerous firms — big or small. It is 
practically impossible for producers or traders to 
contact each and every consumer. Thus, for sales 


promotion, information must reach the potential 
buyers about the goods available m the market 
Goods are advertised to inform consumers about 
their uses, quality, pnce etc Advertising thus 
helps in providing information about available 
goods and inducing consumers to buy particular 
Items. 


SUMMARY 


1. Business Environment 

Business environment may be defined as all those conditions and forces external to a business firm 
under which it operates. The environmental forces may be divided into two categones (i) specific 
external environment and (ii) general external environment Specific external forces directly affect 
a firm. The general forces excercise their influence m an indirect manner by influencmg other forces. 

For purposes of understanding the environmental forces may be divided mto three groups — 
economic, political and social Economic enviroiunentconsists of alargenumberof factors includmg 
markets for goods, sources of capital, income levels of people, economic policies of the Government 
etc Political envuonment mclude forces connected with the ideology of the political party in power, 
national and mtemadonal political conditions, etc Social envuonment refers to conditions, deter- 
minmg people’s attitudes towards livmg standards, level of education, social customs and other 
social factors 

2. Dynamic Nature of Busines.s Environment 

Business environment is quite often subject to fas t and significant changes The changes may involve 
(l) increasing government intervention m business, (ii) growing social consciousness, (m) changes 
in technology, and (iv) growing importance of intemauonal busuiess Smee the commencement of 
plaimmg for economic development, regulation and control of private busmess activities by the Gov¬ 
ernment has contmuously increased Besides, a large number of government entcipnses have been 
established to engage in commercial and industrial activities The spread of literacy and consumers 
expectaUons about product quality, safety, etc have resulted in growmg consciousness of thepubhc 
regarding theirrights The importance of foreign trade has mereased over theyears leading to alarger 
Volume of imports and exports as well as changes in the composition and direction of trade 

3. Interaction between Business and Environment 

The linkage between business and its environment is of considerable significance to abusiness firm 
It must adapt itself to environmental changes for survival and growth. 

4. Classiricatlon of Business Activities 

Busmess activities may be classified on the basis of function, size or ownership Functionally 
classified, busmess may be divided mto two broad categories' (i) mdustry, and (ii) commerce On 
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the bfliis of size, business activities may be grouped under two categories (i) small scale, and (ii) 
large scale Business activities may also be grouped into two categories on the basis of ownership, 

1 e (i) public and (li) private A public enterprise refers to business which is owned by Government 
or any of its agencies Where ownership is in the hands of persons other than Government, it is a 
private enterprise 

5. Industry and Its Types 

Industry refers to economic activities which are connected with raising, producing or processmg of 
goods and services. Industries may be divided into two broad categories, (i) primary industnes, and 
(ii) secondary industries Prunary mdlistries may be further subdivided into two groups (i) extractive 
industries, (u) genetic industnes, Similarly, secondary industnes may be divided into two groups, 
(i) manufacturmg industries and (li) construction mduslnes 

6. Meaning and Function of Commerce 

Commerce includes all those business acuvibes which are undertaken for the s ale and exchange of 
goods and services and facilitate theu availability for consumption needs It involves the removal of 
hindrances in the process of exchange through trade, transport, banking, insurance, warehousing and 
adveitismg 

7. Trade and Its Types 

Trade is an integral part of commerce and refers to sale, transfer or exchange of goods, On the basis 
of Volume of business, trade may be classified as (i) wholesale trade, or (ii) retail trade. On geographi¬ 
cal basis, trade may be classified as domestic trade and foreign trade Foreign trade may include 
import, export and entrepot trade 

8. Auxiliaries to Business Activity 

Transport, banking, msurance, warehousing and advertising are regarded as auxiliaries to business, 
1 e activities which support trade as well as mdustiy The auxilianes are anintegralpartof commerce 
in particular and business in general 

Transportfacilitatesmovementofgoodsfiomtheplacesofpioductiontolhemarkets Commu- 
mcation facilities are also needed for exchange of information between producers, traders and 
consumers B anking helps busmess activities by providing financial assistance and other services 
like collection of cheques, remittance of funds within the country as well as outside Various types 
of risks which are involved in business can be covered by insurance of properties and goods 
Protection of employees against the risk of accident, etc can also be covered by insurance, Ware¬ 
housing helps busmess firms to overcome the problem of storage and facilitates the availability of 
goods when needed. It also prevents price fluctuations through continuous supply of goods. 
Advertising provides information to the consumers about the availability, uses andquahty of goods 
to induce them to buy particular goods. 
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QUESTIONS 


I, OBJECTIVE TYPE 
Fill m the blanks' 

1 Business is a_instilution (government, pnvate, social) 

2 A small scale industnal uml is one m which mvestment in plant and machmery does not 

exceed_(Rs, 30 lakh, 35 lakh, 45 lakh). 

3 Business risks may be_ through insurance (optimised, avoided, 

mmimised) 

4 _bank helps in foreign trade. (Central, State, Foreign Exchange) 

5. The foreign exchange earned by an exporter has to be sunendcred to the 

_(Government, Reserve Bank, State Bank) 

n, SHORT ANSWER TYPE 

1 What do you mean by business environment? 

2. Distinguishbetween ‘general external environment' and ‘specific external environment’. 

3. Distmguish between a small scale industnal unit and a large scale industrial unit 

4. Is dairymg a genetic or extractive mdustry? Give reasons. 

5 Is furniture making extractive, manufacturmg or construction industry’’ Give reasons. 

6 Distmguish between wholesale trade and retail trade 
7. Bring out the role of transport in business activity 

8 Do you agree with the suggestion that busmess environment is undergoing fast and sig- 
mficant changes? If so, give examples. 

9. State the functions of a commercial bank. 

in. ESSAY TYPE 

1. Why do we Insure goods? 

2 How does warehousmg facilitate trade? 

3 How does advertismg create demand’’ 

4 Discuss how environmental forces and busmess activities inter-related, 

5 Give some examples to show how achange in environment.may pose a threat or offer an 
opportunity to a busmess firm 

6 Discuss various ways in whichbusiness activities may beclassified. Give examples based 
on funcuonal classification of busmess activities 

7. What do you mean by auxiliaries to business’’ Discuss their significance for the growth 
of industries and trade 

8. "Busmess is what it’s environment has made it" Discuss, 
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Service Sector and Business 


LEARNING OBJECTIVES 

After reading this chapter you will be able to: 

1. identify the modes of transport; 

2. explain how commercial banks and other financial 
institutions are useful to business firms; 

3. describe how business risks can be covered; 

4. identify the function of warehouses; 

5. recognise the significance of packaging; and 

6. analyse the role of advei:tising in sales promotion. 
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4.1 INTRODUCTION 

In the previous chapter, we have discussed the 
nature of different types of business activities and 
the auxihanes to business which support those ac¬ 
tivities It would be useful to examine in detail the 
types of services which arc rendered by the aux- 
ilianes to business activities Production requires 
supply of raw materials, as well as distnbution of 
goods in different markets. 

The process of production and distribution 
involves transportation, banking, insurance and 
other service activities. Business firms are en¬ 
gaged in providing all these services to facilitate 
production and distribution of goods The activi¬ 
ties of these firms taken together constitute the 
service sector of the economy This is also known 
as the tertiary sector. 

4.2 NEED FOR SERVICE FACILITIES 

Industry and trade— the two mam branches of 
business activities — include manufacturing and 
production of different vaneties of goods and 
services as well as their marketing for consump¬ 
tion and use. Modem industnes arc charactensed 
by production on a large scale in anticipation of 
demand. Similarly distribution of goods m differ¬ 
ent markets consists of buying and selling in large 
quantities In fact, large scale production and 
distnbution make it possible for businessmen to 
run their activities more economically Service 
facilities like transport, insurance, warehousing, 
etc. are required to be arranged for better produc¬ 
tion and marketing of goods Provision of these 
facilities has also become specialised. These 
could be taken up by producers and traders them¬ 
selves. But in that case it-would be highly expen¬ 
sive. Hence, separate categories of busmess have 
developed to undertake the service activities. 
Small scale producers and traders with limited 
resources cannot arrange all the service facilities 
on their own. Large scale producers and traders 
also find it more economical to use the service 


facilities provided by other busmess firms 

The need for these facilities arises from the 
nature of production and distribution Production 
takes place on a large scale in a limited number of 
places The goods and services produced are 
required to meet the needs of consumers scattered 
over large territoncs. Hence, transportation is an 
essential service which provides the facility of 
movementof goods Production in anticipauon of 
demand and regular supply of goods m the mar¬ 
kets require storage faciliues- Business activiues 
require investment of funds for purchase of assets 
and day-to-day expenditure. Financial assistance 
for all these purposes is provided by banks 
Risks of loss or damage are natural factors 
which are associated with storage and transporta¬ 
tion of goods Protection against the business 
risks IS possible through insurance Goods pro¬ 
duced in bulk need to be pul in convenient pack¬ 
ages for easy handling and exchange m the proc¬ 
ess of distnbution 

Since goods and services are produced on a 
large scale, their availability, use, quality, etc. 
must be known to the ultimate consumers Infor¬ 
mation relating to goods available is provided 
through adverUsements sponsored by producers 
and traders. It is obvious, therefore, that without 
the service facilities of transport, storage,'bank- 
ing, insurance, etc. the system of production and 
distribution cannot be efficient. 

4.3 CLASSIFICATION OF SERVICE 
FACILITIES 

The service facilities which are of vital impor¬ 
tance to both industry and trade may be classified 
as follows; 

(i) Transport 

(ii) Banking 

(iii) Insurance 

(iv) Others (Warehousing, Packaging, Adver¬ 
tising and Sales Promotion). 
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All thci,e facilities are explained in detail below 
4.4 IRANSPORT 

Transport refers to the means of physical move¬ 
ment of goods and passengers The means of 
transportation may consistofroadways, railways, 
waterways, airways and even pipelines for oil 
Physical dislnbution of raw materials from the 
areas of production to the factory sites is a vital 
necessity for manufactunng goods. Similarly, the 
movement of finished goods from the producUon 
centres to the various markets for sale is an 
equally important necessity. Moreover, people 
who provide various services also have to travel 
to different places where their services are re¬ 
quired 

Transport creates ‘place utility’ and remove.s 
the problem of distance by transfemng goods 
from places of production to places of consump¬ 
tion With development of modem transport sys¬ 
tems all kinds of goods can be moved in large 
quantities over long distances. Growth of indus- 
tnes has thus been possible m different areas. 
Transfer of goods on a large scale is also possible 
to meet the needs of consumers m distantmarkets 
not only within a country but also in foreign 
countries. Besides the economic benefits derived 
from transport facilities there are also vanous 
social and political advantages which accrue as a 
result of the modem means of transport. 

Several functions which are performed by 
the transport services are outlined below: 

(i) Widening of markets Transport makes it 
possible to supply goods in markets which are far 
away from the production centres. For example, 
tea is produced in Assam and West Bengal, but 
consumed all over the country and even abroad. 
So is the case with many other products. Thus 
transporl helps in widening the markets for goods. 
Development of transport linking the seaports 
Vi itfi oilier parts of me country has contributed a 
jmeal tIciJ in increasing the volume of India’s 
• 'V,-.. .de. 


(li) Large scale production As a conse¬ 
quence of the widening of market it is possible for 
production of goods to be undertaken on a large 
scale. Besides, movement of machinery and large 
scale transfer of raw materials facilitate the 
growth of manufactunng enterpnses. 

(Hi) Mobility of resources Mobility of men,' 
matenals and machinery is essential for large 
scale production and developing backward re¬ 
gions in a country. Since transport facilitates 
movement of all types of resources, it is not 
necessary to establish industries near the sources 
of raw matenals or the markets. Factories can be 
located in any region due to the available means 
of transport 

(iv) Specialisation. Within a country, par¬ 
ticular regions are suitable for producing certain 
types of goods but may not be equally suited for 
the production of other types of goods. Thus, it 
may be economical foi a region to concentrate 
only on the production of goods for which it has 
greater comparative advantage. It can depend on 
transport to meet therequirementof other types of 
goods from other regions while, supplying its 
surplus production to other areas Transport thus 
facilitates geographical specialisation within a 
country. Likewise it is because of transport facili¬ 
ties that particular countries may specialise in the 
production of goods for which there are greater 
advantages as compared with other countries. 

( v) Price stability: An efficient transport sys¬ 
tem helps in maintaimng price stability. Goods 
may be moved at short notice from places of 
abundance to places of scarcity. For example, if 
there is shortage of foodgrains in a State due to 
fadure of crops it is possible to supply necessary 
quantities and thus prevent rise in prices of 
foodgrains in that State. 

(vi) Reduction of congestion in cities Loca¬ 
tion of manufactunng plants in big cities leads to 
higher density of population and congestion 
Facilities available cannot cope with the concen¬ 
tration of people in big cities. It has become 
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possible for manufacturers to set up thfeir plants 
away from the big cities due to the availability of 
efficient means of Uansport Thereby, congestion 
in big ciues has been reduced to a great extent 
Similarly, it is now possible for people to live in 
the suburbs of big cities and avail of local trans¬ 
port to travel daily from tlieu residence to their 
places of work 

(vii) Social benefits As transpoil laciliuitcs 
the location of industries in backward regions it 
helps the people of those regions with opportuni¬ 
ties of employniuii 'fhe living standards of 
people also improve as a result of various other 
occupations which can be adopted by the people. 
Secondly, movement of people between different 
regions helps to bring about closer cultural ties 
not only within a country but also with people in 
other countries Thirdly, the secunty and defence 
of a counlry depends a great deal on the system of 
transport for movement of defence forces and 
equipments. 

There are different modes of transport avail¬ 
able for the movement of goods and passengers. 
The more important means of transport by land, 
water and air are shown in Fig. 4 1. Land transport 
includes roadways, railways and pipelines. Water 
transport includes inland waterways and ocean 
transport; and air transport consists of domesbe 
airlines and intemaaonal airlines. 

4.4.1 Land Transport 

The different modes of land transport are de¬ 
scribed below 

Road Transport 

It IS the oldest means of transport In early days, 
human beings and animals were ordinarily used 
for carrying goods. Their use is still common in 
hilly areas. In the plains, fanners depend heavily 
on bullock carts for carrying agricultural prod¬ 
ucts. However, road transport now consists 
largely of motor cars, buses arid trucks. The 


network of roads in India is one of the largest in 
the world There arc national highways, slate 
highways, district and village roads Ready 
availability, speed, flexibility and qualily ul Serv¬ 
ice have led the pctiple to prefer road transport, 
especially for travel or ctirriagc of goods over 
short distances For long distances, there is com¬ 
petition between roadways luid railways 

Apart from buses and trucks, there exist a 
large number of other road carriers like cycle rick¬ 
shaws, auto-rickshaws, four-seaters, tempos and 
taxis These modes of transport carry persons as 
well as goods. These carriers have route flexibil¬ 
ity, provide door to door service and journey at 
will These are privately owned and operated and 
arc often found in urban areas. 

Merits of road transport 

(i) It IS .flexible as regards Ume and route and 
provides door-to-door service 

(ii) It facilitates movement of people to and 
from remote areas where other means of 
transport are not available, 

(lii) It provides numerous alternatives—bul¬ 
lock carts, Ihclas, cycles, tongas, rick¬ 
shaws, cars, taxis, buses, trucks, etc 

(iv) It is useful for quick transportation of per¬ 
ishable products like milk, vegetables, etc., 
from villages to cities. 

(v) It requires lower capital investment and 
maintenance cost as compared with other 
means of transport. 

(vi) It supplements transportation by other 
means 

Limitations of road transport 

(i) It is not economical for long distance trans¬ 
portation of goods due to the limited carry¬ 
ing capacity. 

(ii) It is slow as compared to railways where 
long distance is to be covered. 

(ill) Goods are liable to deterioration due to the 
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effect of dust, heat and rain. 

(iv) Dunng rainy season, useof road transportis 
restneted on account of : (i) flooding of 
'roads, and (ii) deterioration in their condi¬ 
tion 

Railways 

In India the railways are owned and operated by 
the Central Government. They occupy an mnpior- 
tant place in the inland transfiort system. The 
railway routes are spread over all parts of the 
country. A large number of trains cany either 
goods or passengers Some of them carry both. 
Railways are the mostimportant carriers of goods 
traffic within the country. 

Merits of rati transport 

(i) It is economical for transport over long 
distances. 

(ii) It is faster than roadways and inland w ater- 
ways 

(ill) It is most suitable for carrying bulky goods. 

(iv) Its carrying capacity is large which may be 
suitably adjusted by increasing or reducing 
the number of wagons 

(v) Its services are least affected by weather 
conditions, though floods sometimes 
create problems. 

(vi) It provides protection from exposure to sun 
and rain except in the case of open wagons 
or takes. 

Limitations of rail transport 

(i) Rail transport suffers from lack of flexibil¬ 
ity. Railway tracks are laid m advance and 
there cannot be any change at short notice. 
Moreover, trains follow a fixed time sched¬ 
ule. 

(ii) It involves huge capital outlay for construc¬ 
tion, maintenance and other expenses. 

(iii) Railtransportcannotbeeasily developedui 
hilly regions and desert areas 


(iv) Under utilization of capacity in any region 
leads to a huge financial burden In certain 
regions railways cannot be profitably run 
due to inadequate goods and passenger traf¬ 
fic. 

Rail-road co-ordination 

The merits and limitations of rail transport show 
that It is suitable under certain conditions. So is 
the case with road transport. Taken together road 
and rail transpxirt may be regarded as complemen¬ 
tary services. Roadways and railways sometimes 
compete for passengers and goods traffic where 
the same area is served by both. 

Since roadways and railways may provide 
complementary services coordination is essential 
in their development and operation. It is, there¬ 
fore, felt that road transport should provi de feeder 
services to the railways. In other words, road 
transport should be developed in areas which are 
not served by railways so that goods and passen¬ 
gers may conveniently reach the railway termi¬ 
nals and stations for onward movement 

Pipeline transport 

Pipelines are generally used for transportation of 
liquid petroleum products, natural gas or coal gas 
In India, there are long stretches of pipelines laid 
for transport of crude oil from the oil field to the 
refineries and the petroleum products from the 
refinenes to the distnbution centres As a means 
of transport pipelines are the cheapest if the vol¬ 
ume to be transported is large. 

Merits of pipeline transport 

(0 It IS mo.st suitable for transporting natural 
oil and gas 

(ii) It is more economical than road or rail 
transport for transporting liquid petroleum 
and gas 

(iii) It is the only means of transport available 
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for natural gas and coal gas on a large scale 

Limitations of pipeline transport 

(i) Pipelines cannot be used for transportation 
of anything other than liquid oil and gas 

(ii) It requires heavy expenditure for installa¬ 
tion and maintenance of pipelines as well as 
pumping stations. 

4.4.2 Water Transport 

Water transport involves the use of rivers, canals, 
and the sea. Normally, boats, ferries, steamers, 
etc. are used in inland waterways that is rivers and 
canals. Ships are used in sea transport Moving 
goods and passengers from one part of the country 
to another by ship is called coastal shipping 
Transport of goods and passengers to other coun- 
tnes IS called overseas shipping. 

Inland waterways 

To be useful as a means of transport, inland 
waterways should be navigable throughout the 
year. However, many of the nvers and canals are 
not navigable due to inadequancy of water during 
the dry seasons Inland waterways exist in only a 
few states like Andhra Pradesh, Assam, Goa, 
Tamil Nadu and West Bengal. The total passen¬ 
ger and freight traffic carried by inland water¬ 
ways IS negligible. 

Merits of inland waterways 

(i) They do not involve heavy expenditure for 
maintenance 

(ii) They are most suitable for transporting 
bulky but less costly goods like coal, tim¬ 
ber, jute, etc. 

(ill) They are relatively more economical as 
regards the cost of transport. 

Limitations of inland waterways 

(i) They are slow and not suitable for perish¬ 


able goods. 

(ii) They can serve only those areas which are 
located on the banks of the waterways 
They cannot directly serve the interiors 

(iu) Seasonal factors may restrict the use of 
waterways. For example, durmg summer, 
the water level may be too low for naviga¬ 
tion; dunng rainy season, floods may dis¬ 
rupt the transport; and during wmters, the 
waterways may be frozen at certain places 

(iv) Their carrymg capacity is relatively less 
than that of railways. 

Ocean transport 

Ocean transport represents the oldest form of 
transport for movement of goods and people 
across high seas and oceans. It is most useful for 
trade among countnes connected by sea Over¬ 
seas transport is carried out by definite routes, 
which link almost all countries of the world. It is 
also useful for coastal transport in the case of 
countries having navigable shores and port facili¬ 
ties 

Coastal shippmg is highly developed in In¬ 
dia. There are 165 minor and medium ports along 
India’s 6000 kms coast line There are ten major 
ports — Bombay, Calcutta, Cochin, Kandla, 
Madras, Marmugao, Paradip, Vishakhapatnam, 
New Mangalore and Tuticonn and four major 
ship-building yards. Coastal shipping is used to 
move foodgrains from the west to the south via the 
west coast, and coal from the north to the south via 
the east coast. 

Merits of ocean transport 

(i) It IS the cheapest means of transport 

(ii) Goods may be transported in bulk 
(iu) It promotes intemabonal trade. 

Limitations of ocean transport 
(i) It is a relatively slower means of transport 
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and therefore not suitable for Iranspiort of 
penshable goods, 

(ii) In certain parts of the world oceans are not 
navigable due to seasonal changes. 

(ill) It IS subject to the risks ansing out of the 
penis of the sea like storms, enemy attack, 
etc. 

4 4.3 Air Transport 

Introduction of airways as means of transport is a 
relatively new phenomenon The two principal 
features which give it a distinct advantage arc. (a) 
speed, and (b) its suitability where surface trans¬ 
port IS lacking. It is advantageous in situations 
where speed is desired; or where the surface 
conditions are such that land transport and water 
transport are slow, dangerous or expensive 
An transport is especially useful for the 
transport of less bulky goods of high value S ince 
It IS of particular ad van tage over longer distances, 
countnes having extensive geographical areas 
develop domestic air services, as in (he U.S.A , 
Canada, U S.S R., and India. In India, the Indian 
Airlines Corporation is concerned with domestic 
flights while international flights are operated by 
Air India International Corporation With the 
growing prosperity of people and time being an 
important consideration people have started rely¬ 
ing more on air transport than rail transport 


However, an passenger traffic and air goods traf¬ 
fic in our country still constitute only an insignifi¬ 
cant part of the total traffic in the country. 

Merits of air transport 

(i) It IS the fastest means of tran.sport, espe¬ 
cially for long distances. 

(ii) It IS very useful for moving costly goods of 
small bulk 

(ill) It is very useful in transporting goods to 
areas which are not accessible to other 
means of transport. 

(iv) It IS vital for the national secunty and de¬ 
fence 

(v) It is more suitable when other means of 
transport are disrupted due to flood, earth¬ 
quake etc. 

Limitations of air transport 

(i) It involves large capital investment and 
high operating costs 

(li) It is not suitable for bulky and low priced 
products because freight charges are high 

(in) It is highly uncertain and unreliable as the 
services depend on favourable weather 
conditions. Flights may be postponed or 
cancelled due to rain, fog, etc. 

(iv) The nsk of accident is the highest in air 
transport 
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Requirements of a good transport system 

The suitability of any particular mode of transport 
depends on (i) its services from the user’s point 
of view, (ii) profitabibty from the operator’s point 
of view, and (iii) utility from the point of view of 
society. 

Users' point of view: Users may be divided 
into two broad categones — business firms, and 
the general public. Their expectations may be 
similar in certain respects. For example, they may 
expect it to provide dependable service, comfort, 
safety, speed and low cost. However, the degree 
of importance attached to these factors may differ 
with the two categones of users. Business execu¬ 
tives may prefer more comfort and speed even at 
a higher cost. On the other hand, the general 
public may be prepared to forgo comfort and 
speed for the sake of lower cost Of course, none 
will like to compromise safety 

For goods transport, users generally expect 
speed, flexibility, dependability and low cost 
Again, the importance of the factors may be 
different with respect to the transport of different 
types of goods For example, speed may be the 
pnme consideration in the case of costly perish¬ 
able products But safety may be most important 
in the case of inflammable products like petro¬ 
leum 

Operators' point of view ' Transport services 
may be provided by government, private firm, or 
individuals For all operators making profit is the 
most important consideration. However, the 
Government may operate transport services at 
subsidised rates in the public interest 

Society's point of view. The society looks for 
a system which is accessible to all areas, involves 
least pollution and noise, and facilitates mobility 
of people. The relative importance of these fac¬ 
tors may, however, vary depending upon the 
mode of transport. 


4.5 BANKING 

No business activity can be undertaken without 
provision of adequate capital Whether it is indus¬ 
try or trade funds are required not only for the 
acquisition of fixed assets but also for financmg 
day-to-day operations. The volume of business 
actually depends a great deal on the availability of 
finance The problem of financing any business 
acUvity anses mainly because receipts of cash 
take place at different times whereas operating 
expenses have to be incurred regularly. Besides, 
holding stocks of raw matenals and finished 
goods involves investment of funds for different 
penods of time Banking helps business firms to 
overcome the problem of finance by lending 
money as and when required. Essentially banks 
receive deposits of money from business firms as 
well as the general public. The deposits are with¬ 
drawable by cheque or draft. Banks extend loans 
and credits for business purposes on the basis of 
deposits received from the public. The role of 
banking in modem Umes is not only confined to 
receiving deposits and making loans but also 
includes various other services rendered by 
banks. With the rapid growth of business activi¬ 
ties importance of banking has increased all the 
more. 

Definition, Banking refers to the business of 
accepting deposits and lending money. The de¬ 
posits are repayable on demand and wi thdrawable 
by cheque or draft. On the basis of deposits 
received banks lend money for various purposes. 
Interest is paid on deposits ^nd charged on loans 
and credits. Besides accepting deposits and lend¬ 
ing money banks render various other services 
like collection and payment of bills, remittance of 
funds, locker facility, safe custody of valuables, 
etc Thus a bank may be defined as an institution 
which is engaged in accepting deposits, making 
loans and providing other services to its custom¬ 
ers and the general public. 
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4.5.1 Commercial Banks 

Commercial banks are the most important type of 
banks helping industry and trade. They accept 
deposits from individuals, firms and other institu¬ 
tions and the same are withdrawable by cheque at 
short notice. Since their funds consist of short 
term deposits payable on demand, their lending 
also consists of advances for short periods. 

In India, there are twenty nationalised com¬ 
mercial banks. Others are in the private sector. 
Both are subject to the regulation and control of 
the Reserve Bank of India. Since their nationali¬ 
sation, the major commercial banks have in¬ 
creased the number of branch offices so as to 
cover every part of the country 

Functions: The functions of commercial 
banks include the following five types of activi¬ 
ties: 

(i) acceptance of deposits, (ii) grant of loans, (iii) 
discounting of bills, (iv) acting as agent, and (v) 
offering miscellaneous services, 

(i) Acceptance of deposits This is the most 
important function of commercial banks. Banks 
accept deposits on different conditions and ac- 
cordmgly pay interest Bank deposits may be 
divided into the following categories of accounts' 

(a) fixed deposit account; (b) savings account, (c) 
recumng deposit account; and (d) current ac¬ 
count. These deposits are accepted from individu¬ 
als, firms and other institutions 

(a) Fixed deposit; When money is deposited 
for a fixed penod it is known as fixed deposit or 
term deposit. Such a depositcannotbe withdrawn 
before the expiry of the period Therate of interest 
paid on this types of deposit varies according to 
the duration of the time period 

(b) Savings account. Generally small savers 
and salaned people open savings account. Banks 
usually impose certain restrictions on the number 
and amount of withdrawals but deposits can be 
made any number of times. The rate of interest 
paid on this account is relatively lower than that 
on fixed deposits 


(c) Recurring deposit In this case, money is 
deposited at regular intervals and the whole 
amount deposited is repayable on the expiry of a 
fixed period of time. The rate of interest payable 
IS similar to that applicable to fixed deposits 

(d) Current account: These accounts are usu¬ 
ally opened by businessmen who deposit money 
and make payments by cheque. One may operate 
such an account a number of times dunng the day. 
Obviously no interest can be paid on balances m 
such accounts. On the other hand, some banks 
charge a small fee called ‘bank charges’ or ‘inci¬ 
dental charge’ 

fit) Grant of loans. Banks lend money on the 
basis of deposits received. Loans are granted on 
the secunty of goods or as sets or against personal 
secunty Banks areable to pay interest on deposits 
out of the interest earned on loans and advances 
Loans and credits are extended in the form of 
over-drafts, cash credits, or loans and advances. 

Lending of money is apermanent function of 
banks Usu^ly they do not lend hard cash Most 
of the borrowings of customers consist of the 
rights to draw cheques. Lending is done at a profit 
which is necessary for the very existence of 
banks. They also lend at concessional rates of 
interest to certain pnonty borrowers like small 
agnculturists, retailers, students and handicapped 
persons. 

fa) Over-draft Itis a temporary arrangement 
in the form of a permission gran ted to the custom¬ 
ers to overdraw their current accounts upto a 
sanctioned limit. Interest is charged only on the 
amount actually utilised. 

f b) Cash credit Cash credit is like over-draft 
arrangement, but for this purpose a current ac¬ 
count does not have to be m existence. In such 
credit, a trader or industnalist or agriculturist can 
withdraw amounts within the limits sanctioned 
for meeting expenses on current operations. In 
such cases interest is paid on amounts withdrawn, 
fc) Loans and advances' In this case the 
entire amount IS paid to theborrowerin lump-sum 
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Cither in cash or by way of transfer to his current 
account Interest is charged on the whole amount 
of loan whether it is withdrawn or not 

(hi) Discounting bills of exchange Banks 
discount bills of exchange of theu customers On 
the request of a customer, bank takes a bill and 
credits his account with the bill amount minus 
discount charges. When the bill matures, the bank 
presents it to the acceptor He makes the payment 
to the bank If the bill is dishonoured on account 
of non-payment, the bank recovers the full 
amount from the customer In such a case, bank 
also charges the incidental expenses incurred by 
It. 

(iv) Acting as agent ■ Acting as agent, banks 
render useful services to customer Among oth¬ 
ers, these services include 

— collection of payments on cheques, drafts, 
bills, hundies etc.; 

— sending money from one place to another, 

— accepting children’s school fee, 

— realising dividends on shares; 

— buying and selling securities; 

— payment of insurance premium; and 

— agreeing to ac t as referees onbehalfofcus- 
tomers in connection with internal as well 
as external trade. 

fvj Miscellaneous services A number of 
miscellaneous services are also rendered by 
banks to persons, who may or may not be regular 
customers. These include: 

— issuing travellers’ cheques, pay orders and 
bank drafts; 

— safe custody of important documents; 

— underwribng of shares and debentures of 
companies; 

— accepting telephone and other bills; 

— providing credit information of customers 
to their creditors. 

4.5.2 Other kinds of Banks 

Besides commercial banks, there are several 
other kinds of banks which have developed in 


India over the years. 

1. Agricultural banks: Agncultural banks arc of 
two types (i) co-operative banks, and (ii) land 
development banks The object of these banks is 
to assist agriculturists with short term as well as 
long term loans Usually loans arc given by co¬ 
operative banks for purchase of oxen, plough, 
seed, fertilisers, etc Land mortgage banks now 
known as land development banks, provide long 
term funds for purchase of land or making perma¬ 
nent improvements in land. 

2. Indigenous bankers: Before independence, 
lending of money for agricultural and other pur¬ 
poses in rural areas was largely controlled by 
individuals known as indigenous bankers These 
bankers did not follow modem banking practices 
and charged high rates of interest due to the 
absence of other lending institutions Theirrolein 
the rural banking system is still significant. It is 
because of certain peculiar features, (i) they are 
not concerned with the purpose of loans, (ii) they 
lend even withoutany sccunty; (iii) they are read¬ 
ily available, and (iv) no procedural formalities 
are involved. 

3. Regional rural banks; Regional rural banks 
were established for the fust time in 1975 They 
sought to combine the more positive features of 
the co-operative and commercial banking sys¬ 
tems. They depend on the sponsorship of particu¬ 
lar commercial banks which provide resources 
and support them. The Central Government has 
specified the local limits (one or two districts) 
within which a regional mral bank has to operate 
Their lending operations are oriented towards 
meeting the needs of the weaker sections of the 
rural population. They include small and mar¬ 
ginal fanners, agricultural labourers, artisans and 
small entrepreneurs. Financing other categones 
of bonowers is exceptional. Loans may be given 
mdividually or in groups, but within the notified 
area. 

4. Exchange banks; These banks finance foreign 
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trade They deal in transactions involving foreign 
exchange Most of these banks are of foreign 
origin Major exchange banks operating in India 
are’ the Chartered Bank, Grindlays Bank, Bank of 
Tokyo and Bank of America. 

5. Central bank: The Central Bank of a country 
IS an institution which regulates the banking sys¬ 
tem It prescnbes the rates of interest payable on 
loans and deposits. It regulates money and credit 
supply as also foreign exchange transaction and 
lends money to other banking institutions when 
necessary Besides, the Central Bank acts as 
Government bankers and maintain government 
accounts The Central Bank of our country is the 
Reserve Bank of India. 

6. Development banks: Cnmmeiudi banks gen¬ 
erally advance money for short penods against 
the security of movable goods These banks do 
not grant long term loans or provide capital which 
may be required for the construction and acquisi¬ 
tion of fixed assets in large-scale enterprises 
Special financial insbtutions were thus required 
to meet the financial needs of industry in the form 
of long term capital Anumber of special financial 
institutions have been established since inde¬ 
pendence for that purpose These include Indus- 
tnal Finance Corporation of India (IFCI), Indus¬ 
trial Credit and Investment Corporation of India 
(ICICI) and Industrial Development Bank of 
India (IDBI), which are nadonal level institu¬ 
tions. Besides, the State governments have also 
set up simtlar mstitutions, such as the State Fi¬ 
nance Corporations (SFCs) and State Industrial 
Development Corporations (SIDCs). These fi¬ 
nancial institutions are known as Development 
Banks. The characteristic feature of development 
banks is that they provide long term financial 
assistance only in the case of new enterpnses and 
for expansion and modernisation of existing en¬ 
terprises. Moreover, they act only as gap fillers 
i.e assistance is provided when an enterprise is 


unable to raise capital from other sources. 

4.6 INSURANCE 

All types of business activities are subject to nsks 
of loss or damage due to unforeseen events which 
are beyond the control of businessmen. Loss or 
damage may ansc due to fire, theft, natural ca¬ 
lamities like flood or earthquake and so on. 
People employed in business firms are also liable 
to therisks of injury or loss of life due to accidents 
in the work place Business firms are able to 
provide for protection against these nsks by in¬ 
surance They can cover thd risks on payment of 
a nominal premium and recover the loss if any, 
arising out of the risks 

Insurance is defined as an agreement be¬ 
tween two parties whereby one of them called 
insurer, agrees to protect the other known as 
insured, against a loss which may arise on the 
happening of an event. The document containing 
the agreement is called' the policy’. In considera¬ 
tion for the insurer’s promise to protect the in¬ 
sured from loss, the insured agrees to pay an 
amount of premium either m lump-sum or in 
instalments at regular intervals. 

The idea of insurance is based on social co¬ 
operation The loss suffered by any one insured is 
spread among a large number of insured who 
contnbute small amounts of premium. The pre¬ 
mium collected from different parties is ac- 
cummulated as a fund with the insurers. The fund 
is invested in different business activities and 
loans so as to earn interest or dividend. As and 
when loss is suffered by any insured he gets 
compensated by the insurer as per the terms of his 
agreement. 

Insurability of risks 

Insurance coverage is available only for those 
risks which are considered 'insurable', There are 
two major types of msurance coverage, (i) insur¬ 
ance of persons: and (u) insurance of property 
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The former covers the risks of illness, death, 
accident etc which may lead to loss of earning 
capaci ty of the person insured. Insurance of prop¬ 
erty covers the risks of fire, theft and other unfore¬ 
seen events. The following conditions must be 
satisfied before a nsk can be insured 

(i) The risk to be insured must not be a cer¬ 
tain ty at the Ume of insurance For example, 
a house on fire, or a person on the death¬ 
bed cannot be insured. 

(ii) The amount of loss must be foreseeable and 
capable of estimation, 

(ill) The risk must be spread over a large num- 
berofpolicy-holders, i.e , alargenumberof 
people must be interested in such insur- 
ance. 

(iv) The insurance premium must be such that 
an average insured may afford it. 

(v) The risk must be so dispersed over a wide 
geographical area that the happening'^of a 
single event in a small region may not 
draw heavily upon the funds of the insurer. 

4.6.1 Principles of Insurance 

Insurance is a contract. Therefore, it must have all 
the elements of a valid contract. In addition, there 
are certain fundamental principles which are 
applicable specially m the case of insurance 
contracts. These arc 

(i) Principle of utmost good faith Insurance 
IS a contract ubernmae fidei, i e , a contract of 
utmost good faith. It means that both the parties to 
contract should be absolutely honest to each 
other. The insilred is bound to disclose all material 
facts known to him, but unknown to the insurer. 
Similarly, the insurer is bound to disclose hon¬ 
estly the scope of insurance which he is prepared 
to grant. Ifthere is non-disclosure or misrepresen- 
tabon of any matenal fact the agreement will be 
invalid. 

(ii) Principle of indemnity A contract of in¬ 
surance is a contract of indemnity. It means that, 
m case of loss, the insured shall be compensated. 


but the amount of compensation shall never be 
more than the actual loss. The insured must not 
makcanyprofitoutof the contract Allpolicieson 
property are conU’acts of indemnity A contract of 
insurance being a contract of indemnity will not 
be valid where the insurer promises to pay a ‘fixed 
amount’ However, life insurance provides for a 
fixed amount to be paid on tlie death of a person 
or after a specified period The principle of in¬ 
demnity does not apply in that case 
' (ill) Principle of insurable interest Accord¬ 
ing to tins principle, the insured must have mone¬ 
tary interest m the subject matter of insurance, 
that IS the person will either denve monetary 
benefitfrom preservation, oflhesubjectmalteror 
he will suffer monetary loss on the happening of 
the event insured. In case of insurance of property 
the insured need not be the owner of the property 
to have monetary interest Even non-owners may 
have insurable interest. For example, legal heirs 
have insurable interest m the ancestral property. 
Similarly, in the case of life assurance, a creditor 
has insurable interest in the life of his debtor, or a 
husband has insurable interest in the life of his 
wife and vice versa 

Thepointoftime when the insured mus L have 
insurable interest differs in different types of 
contracts For example, (a) in life insurance insur¬ 
able interest must be present at the time of making 
the connect; (b) in the case of fire insurance, 
insurable interest must be present both at the time 
of taking such policy as well as at the time of 
actual loss, and (c) in marine insurance, the insur¬ 
able interest must be present at the time of actual 
loss only. 

(iv) Principle jf causa proximo - This pnn- 
ciple lays down that an insured can recover from 
the insurer for the loss of the subject matter only 
if it IS caused by the nsk insured against. If there 
IS only one cause of loss or damage, there is no 
difficulty. But sometimes, there are a senes of 
causes. In such cases, the principle of proximate 
cause of loss is followed. For example, in a marine 
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insurance case, a ship was destroyed by sea water 
flowing into the ship through a hole made by rats 
in a lead pipe. The insurer was held liable as the 
cargo was proximately destroyed by sea water. 

(v) Principle of mitigation of loss: According 
to this pnnciple, an insured must lake all reason¬ 
able care to reduce the loss i.e,, to maintain it We 
must act as if the property was not insured. For ex¬ 
ample. if a house is insured against fire, and there 
IS accidental fire, the owner must take all reason¬ 
able steps to keep the loss to the minimum. He is 
supposed to take all steps which a man of ordinary 
prudence will take under the cncumstances. 

f vi) Principle of subrogation The term ‘ sub¬ 
rogation’ means substitution, i e., substitution of 
the insurer in place of the insured According to 
this principle, the insurer, after compensating the 
insured, will have the right to exercise all the 
powers of the insured. In other words the right of 
the insured will pass on to the insurer For ex¬ 
ample, if a property is damaged by fire, the insurer 
will be entitled to the amounts realised on the sale 
of matenals left afterwards 

4.6.2 Types of Insurance 

Human beings as well as properties and goods are 
subject to different types of risks which may be 
insured Thus, for example, individuals may be 
insured against the risks of death, illness, acci¬ 
dent, injury, unemployment etc Movable goods 
may be insured against fire, theft, penis of the sea, 
andso on Buildings, plant and machinery maybe 
insured against fire, riots, etc Ships may be 
insured against the nsks of loss or damage due to 
storms or enemy attack, However, the more 
important types of insurance against risks are the 
following’ 

1 Lifeinsurance; 2. Fire insurance; and 3 Marine 
insurance 

f. Life insurance; In a contract of life insurance, 
the insurer undertakes to pay a certain sum of 
money on the death of the insured or on the expiry 


of a fixed period, whichever is earlier. The pre¬ 
mium for life insurance may be paid by the 
insured either in lump-sum or in instalments at 
regular intervals—monthly, quarterly, half- 
yearly, or yearly. 

A contract of life insurance is not a contract 
of indemni ty. As it is not possible to estimate the 
pecuniary loss resulting from the death of a per¬ 
son a fixed amount is specified m the policy The 
amount is paid to the insured if he survives till the 
maturity of the policy or his nominee, if the 
insured dies before the expiry of the period. Life 
insurance is thus treated as an ‘assurance’ for 
payment of money and it is known as ‘life assur¬ 
ance’ 

In India life insurance business was national¬ 
ised in 1956 Since then Life Insurance Corpora¬ 
tion (LIC) has been the only organization provid¬ 
ing life insurance facility. Different types of life 
policies are issued by the LIC. The imporian t ones 
are 

(i)Whok life policy whereby the sum assured 
IS payable only on the death of the insured; 

(iij Endowment policy which provides for 
payment of the msured amount either on the death 
of the insured or on llie expiry of the agreed 
penod, 

(ill) Term policy which provides protection 
during the insured penod and docs not involve in¬ 
vestment element, 

(iv) Joint life policy on the joint lives of two 
or more persons, e g., partners, husband and wife 
etc, and 

f v) Group insurance policy which is taken on 
the lives of members of a family or the employees 
of an organisauon 

Some of the policies are ‘with profit’. others 
are ‘without profit’ The former entitle the policy 
holders to share the profits of the Life Insurance 
Corporation Because of this feature, ‘witli profit’ 
policies have become very popular. Policies, 
whether with or without profit, may be ‘with 
accident benefit’ or ‘without accident benefit’ 
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Some extra premium is charged by the LIC for 
covering the risk of accident. 

The holder of a life insurance policy (on his 
own life) may nominate a person to whom the sum 
assured may be paid in case of his death The 
nominee may be made either at the time of taking 
the policy or at any Ume before the policy matures 
for payment. 

2. Fire insurance; In a contract of fue insurance 
the insurer undertakes to bear the loss which may 
be suffered by the insured due to damage or 
destruction of property by fire It is for a fixed 
penod, generally one year The maximum 
amount payable by the insurer in the event of loss 
by fire is specified in the policy. If loss is caused 
during the penod of insurance, the insured can 
recover only the actual amount of loss suffered or 
the specified amount whichever is lower The 
insured is not to make any profit out of the 
transaction. 

Suppose, A insures his house against fire. 
The market value of the house is Rs. 5 lakh, but he 
insures itforRs 2 lakh only. He pays an insurance 
premium of Rs 200 for one year, say 1988 
(1 1.1988 to 31.12.1988). There are three possi¬ 
bilities— (i) no loss IS caused by fire dunng 1988; 
(ii) loss caused by fue is more than Rs 2 lakh, say 
Rs.3 lakh; or (in) only a small part of the house is 
damaged by fire and the loss is estimated to bejust 
Rs 7,000 The liability ofthe insurer in these three 
situations will be as follows 

(i) when no loss is caused dunng 1988, noth¬ 
ing IS payable by the insurer; 

(ii) when loss amounts to Rs 3 lakh, the 
insurer’s liability is limited to Rs.2 lakh, 
being the insured value; and 

(ill) when loss amounts to Rs.7,0(K), insurer’s 
liability is limited to Rs.7,000 only, being 
the actual amount of loss 
A person is free to take more than one policy 
with different insurers m respect of the same 
subject-matter (property) In that case all the 
insurers are jointly liable to bear the loss, if any. 


But the total amount payable cannot be more than 
the actual loss. 

There are vanous types of fire insurance poli¬ 
cies. Important among them are the following: 

(i) Specific policy in which the liability of the 
msurer is limited ■ ■ t srpcified amount 
which IS less than the value of the property 
msured, 

(ii) Valued policy in which the insurer agrees 
to pay a fixed amount in the event of loss 
irrespective of the actual loss suffered; 

( 111 ) Floating policy which is normally taken by 
firms to insure goods m store at different 
places and the quantity and value of which 
vary from time to ume; 

fiv) Replacement policy which gives an option 
to the insurer to pay the loss in cash or 
replaces the property; 

(v) Loss of profit policy which protects the 
insured against loss of profit due to disloca¬ 
tion of business because of fire, i.e., tlie 
insurer agrees to pay the expected amount 
of profit; and 

(vi) Comprehensive policy which provides a 
cover against risks of loss due to vanous 
causes, including fire, such as, lightning, 
explosion of gas in domesUc appliances; 
bursting and overflowing of water tanks or 
pipes; riot, strike, earthquake, flood, stoim, 
burglary, etc. 

A policy covenng comprehensive risks is 
normally taken by people m connection with their 
houses and household items. At present, 
'householder’s policy’ is popular Besides, the 
nsks of fire and theft it also covers the risks of 
bodily injury by accident to the insured or a 
member of his family if he is also insured. 

3. Marine insurance: In a contract of marine 
msurance, the msurer undertakes to cover the 
nsks of losses on the sea (manne losses) due to 
penis of the sea Such penis include fire, war, 
robbery, theft, capture or seizures by enemy 
ships, etc. They do not include thensks of loss due 
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to the normal action of the wmds or waves. 

Marine insurance may be in respect of ship, 
cargo, freight, or any other subject connected 
with a manne voyage. For example, a ship-owner 
may take policy as protection against the risk of 
damage to the ship; the cargo owner may desire to 
cover the nsk of loss of his cargo in course of the 
voyage: and a transport company may take insur¬ 
ance for recovery of its freight The whole ship, 
including cargo etc , may also be insured. 

The document containing the contract of 
marine msurance is called marine policy or sea 
policy. The insurer IS known as 'the Underwriter*. 
Marine insurance is generally based on value 
agreed to in advance. It may be more or less than 
the estimated loss. 

For example, a cargo owner may take a 
marine policy inrespectof his cargo insunng it for 
Rs.l lakh though its actual value is Rs 80,000. If 
the ship sinks during the voyage and the entire 
cargo IS lost, the insurer would be liable to pay 
Rs.l lakh, i.e., the insured value agreed to in 
advance. 

Marine policies are of various types They 
include: 

(i) Voyage policy which covers a particular 
voyage, 

(ii) Time policy which covers a specified pe- 
nod of time; 

(iiij Voyage-cum-time policy which covers 
both voyage and a time period; 

(ivj Valued policy which mentions the value of 
the subject matter of insurance; 

(v) Unvaluedpolicy which does not specify the 
value of the subject matter insured; and 

(vi) Floating policy which descnbes the insur¬ 
ance in general terms and leaves the name 
of the ship and other particulars to be de¬ 
fined by subsequentdeclaradon. The decla¬ 
ration is made by endorsement on the pol¬ 
icy or m any other customary manner. 


4.7 MISCELLANEOUS SERVICES 

(i) Warehousing, (ii) Packagmg, (iii) Advertismg 
and Sales Promotion 

4.7.1 Warehousing 

Goods are produced in firms and factones—^big 
or small These are meant for consumption all 
over the country They have to be stored for some 
time before transportation to vanous places. Even 
after reaching a wholesaler, it may take some time 
before they are sold to retailers. Again, storage is 
required. Indeed storagefacihnes arereqmredfor 
all types of goods, particularly those which are 
perishable by nature, such as foodgrains, and 
those which are likely to be damaged or spoilt if 
exposed to the sun or rain such as cement, electri¬ 
cal goods, paper, etc. 

Warehousing refers to the function of pre¬ 
serving goods from the time they are produced to 
the time they are consumed. Thus, it crea tes ‘ time 
utility* by stonng goods after production for 
supply in the markets as and when required. In 
addition, several other functions are performed 
by warehouse keepers when the goods are in 
store. They are explained below 

Functions of warehousing 

(i) Storage Warehouses provide scientific 
storage facilities to agricultunsts, manufacturers, 
wholesalers, importers and exporters. Thereby 
goods are protected from spoilage or damage 
These facilities are provided at reasonable cost. 

(ii) Risk bearing: Once goods are taken over 
for storage in a warehouse, it becomes the respon¬ 
sibility of the warehouse keeper to ensure their 
safety The risks of loss or damage are transferred 
from the owner to the warehouse keeper, 

{iii}Pnce stabilisation When there is excess 
supply goods can be preserved m warehouses to 
be released as and when market demand rises. 
Warehousing thus provides a facility whereby 
owners and suppliers are relieved of the pressure 
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to dispose of the goods when their demand is less. 
It helps in preventing undue fall in prices Simi¬ 
larly, goods can be released from warehouses in 
times of scarcity to check rise in prices. 

(iv) Facilitates payment of duties: Imported 
goods may be kept at warehouses without pay¬ 
ment of customs duties. The delivery of these 
goods may be taken in instalments. Tims, the 
duties may also be paid m instalments. This 
facility reduces the financial burden of the users. 

fv) Facilitates marketing: Warehouses per¬ 
mit certain facilities like sorting, grading, packag¬ 
ing, etc, inside their premises. This helps the 
owners of goods in numerous ways. They may 
even visit the warehouses with their customers for 
inspection of goods 

(vi) Facilitates financing. Warehouse-keep¬ 
ers may advance money to the owners of goods on 
thesecurity of their goods The depositrcccipts is¬ 
sued by them may also be used as security to 
borrow money from banks and otlier financiers. 

Types of warehouses 

Warehouses may be broadly divided into three 
categones; (i) private warehouses; (ii) public 
warehouses; and (lu) bonded warehouses These 
are explained below 

(i) Private warehouses: Private waiehouses 
are owned by big business firms or wholesalers. 
They are generally used for stonng their own raw 
matenals and finished products The responsibil¬ 
ity of their maintenance and insurance is of the 
owners. Because of huge costs of construction 
and maintenance, private warehouses are not 
large in number. Some of the private warehouses 
are hired by government organisations hke the 
Food Corporation of India. 

(ii) Public warehouses: Public warehouses 
may be owned by anybody who is interested in 
providing storage facilities for rent or charges. 
Tiicy can be established only on the basis of 
licences granted by the government and have to 


follow the instructions of government with regard 
to methods of operation and rates charged. 

Public warehouses provide numerous facili¬ 
ties to all without discnminadon. They constitute 
a vital link in the process of distribution of goods 
They are often located at convenient places near 
sea ports, railway terminals and on highways 
They are especially useful for importers and small 
manufacturers who can not afford to have their 
own private warehouses The receipts issued by 
warehouse keepers can be used as security for 
loan. 

(iii) Bonded warehouses Bonded ware¬ 
houses are used by importers of goods for keeping 
their goods in safe custody at or near the ports 
These are public warehouses licenced by govern¬ 
ment to accept imported goods before payment of 
customs duty. They arc helpful to importers who 
find It difficult to pay the duties and get their 
goods released immediately. Before the payment 
of duty, goods are kept ‘in bond’. They are re¬ 
leased only afterpayment of duty The duty can be 
paid in instalments which is of great advantage to 
the importers Bonded warehouses also permit in- 
specuon, branding, blending, packaging, etc,, in 
tlieir premises. These warehouses may be owned 
by government or private owners. Li the latter 
case, they have to operate under the control of the 
government. 

In addition to the above categories, there are, 
certain warehouses known as government ware¬ 
houses. These warehouses are owned and main¬ 
tained by the Central or State Governments, or 
government corporations like Food Corporation 
of India. They are used by government as >vell as 
by private parties. Most of these warehouses are 
used either for stonng imported goods or agiicul- 
tural products. 

4.7.2 Packaging 

Most of us are familiar with the term ‘ packing’. 
Goods are to be packed to protect them from 
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spoilage, leakage, breakage and wastage Pack¬ 
ing IS necessary during transportation and stor¬ 
age. Different types of packing materials are used 
for packing different goods. Much depends upon 
their availabdity and cost. For example, jute-bags 
are used for packing foodgrains, tins for edible 
oils and wooden boxes for fmits 

“Packaging" is different from packing. It is 
concerned with putting articles on the market m 
convenient lots so that buyers can handle them 
with ease. For example, biscuits are packaged in 
small hardpaper or tin containers of 200 gms., or 
500 gms. each; edible oils in plastic or tin contain¬ 
ers of 1 kg.. 2kg., or5kg , each, flour m synthetic 
bags of 5 kg., or 10 kgT, each; and so on. 

The size ot containers and their attractive¬ 
ness depend upon- (a) the requirements of the 
market and (b) the cost of goods and their pack¬ 
aging, If in a niarkel, ihc buyers arc rich families, 
bigger and attractive containers are likely to be m 
demand. On the other hand, if the maiket consists 
of low income consumers, small containers and 
cheap packaging may be desuable S uch consum¬ 
ers will prefer vegetable oils in 1 kg. poly-packs, 
biscuits m ordinary paper-packs, and so on. 
Again, in the case of expensive good.s, belter 
packaging may be advi.sable even if it costs moic. 
Low priced goods should be in simple packages 
so that iheoverall cost and price may not inciease. 

Packaging may be required in wholesale 
trade as well as retail trade. It depends upon the 
prevailing custom and convenience. In either 
case. It facditates the marketing of goods in the 
following ways: 

(i) It protects the goods from damage and loss; 

(li) it facilitates storage of goods; 

(ui) it makes branding and advertising conven¬ 
ient; 

(ivj the right quantity, weight and quality are 
assured so the buycis; 

(v) containers make the goods more attractive; 

(vi) It acuacts consumers, as the containers may 
be used for other purposes; and 


(vii) infomiation regarding the use of products 
can be printed on the package and easily 
known to customers. 

It is desirable that the packaging of items 
should be reviewed periodically. New and attrac¬ 
tive packaging may increase the sale of existing 
products. Recently, items like washing powder, 
baby creams and toilet powders, etc. have been 
put in new and attiaclive packages 

4.7.3 Advertising and Sales Promotion 

A characteristic feature of modem times is the 
mass production of gtxids and intense competi¬ 
tion among producers and traders. Besides, pro¬ 
ducers are not only to satisfy the existing demand, 
but also to create demand for new products. This 
requires people to be informed about the availa¬ 
bility of products, their supenority over similar 
products, and them alternative uses Advertising 
provides Ihc means of communicating such infor¬ 
mation to die present and potential buyers of 
goods. 

Adverusmg is defined as a paid form of 
nonpersonal presentation of ideas, goods or serv¬ 
ices by an identified sponsor Its essential features 
arc: (a) nonpersonal forms of communication, 
1 e, commumcaLson without personal contact 
with the existing or prospechve buyers; (b) the 
advertiser has to pay; for the communication, and 
(c) there is clear sponsorship by a firm, i.e., the 
name of die advertiser is no secret. Advertising is 
often earned out by firms as a routine. 

Purpose of advertising: The basic purpose of 
advertising is to increase the sale of existing and 
new products or services. The intention may be to 
persuade the existing buyers to purchase more, or 
tfie potential buyers to start purchasing. It is done 
by fa) providing information (b) arousing mtergst 
in the product and (c) giving reasons to justify 
why particular prod ucts or services should be pi e- 
ferred. The purposes of advertising may be out¬ 
lined as follows: 
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(i) II bnngs to the notice of existing as well as 
prospective buyers the features and new 
uses of existing products 
(n) Itprovides information about the availabil¬ 
ity, features and uses of new products. 

(lii) It facilitates choice of goods by the buyers 
on the basis of relative assessment of differ¬ 
ent alternatives. 

(iv) It persuades dealers to stock goods due to 
the assurance of reasonable demand 

(v) It supports personal selling by providing 
advance information to the buyers about 
the product. 

(vi) It protects the interest of advertisers as 
against their competitors 

(vii) Repeated advertising helps m developing 
brand preference and brand loyalty. 

Media selection: There arc different means of 
communicaung the message to be advertised 
These are known as mediaof advertising. Broadly 
speaking, different types of advertising media 
may be grouped as follows: 

(i) Press (newspapers and magazines) 

(ii) Radio 
(ill) Television 

(iv) Outdoor (handbills, posters, bill boards, 
electric display, neon signs, etc.) 

(v) Miscellaneous media (cinema slides, mov¬ 
ies, exhibiuons and fairs, window display. 


calendars etc.) 

What media should be used by the advertiser 
depends upon various factors like the nature of 
goods to be advertised, cost of advertising, effect 
of different media on the public etc. Thus, for 
example, goods for mass consumption like tex- 
ules, toilet soaps, hair oil, etc are generally suit¬ 
able for adverbsing through radio, television, 
newspapers and magazines. On the other hand, 
for machinery and equipments the best media 
may be business magazines and technical jour¬ 
nals. Broadly speaking, the following factors 
mfluence the selection of media by any adver¬ 
tiser; 

(i) the message to be conveyed and the mode 
of presentation (oral, written, etc.); 

(u) the cost involved; 

(ill) the necessity of repetition and change in the 
design of advertisement, and 
(iv) the category of consumers to be reached. 

Sales promotion: The mam puipose of adverus- 
ing goods and services is to promote their sales by 
creating new demand and attracting buyers to the 
advertised goods in preference to other compet¬ 
ing Items. Sales promotion refers to all those 
acljviDes which are aimed at increasing its sales 
Besides advertising, the tools of sales promotion 
may include personal Selling or salesmanship and 
other devices like contests, free gifts, fashion 
show, discount sales, exhibitions, etc. 


SUMMARY 

Industry and trade — ihe two main branches of business acuviaes include manufacturmg and 
producuon of different vaiieues of goods and services as well as their marketing for consumption and 
use Service facilities which are of vita] importance Id both mdustry and trade may be classified as 
follows; 

(1) Transport (2) Banking (3) Insurance (4) Others (warehousing, packagmg, advertismg and sales 
promotion) 
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1. Transport 

Transport refers to the means of physical movement of goods and packages. Several functions are 
performed by the transport services which are' (i) widening of m arkets (ii) large scale production (iii) 
mobility of resources (iv) specialisation (v) price stability (vi) reduction of congestion in cities (vii) 
social benefits. 

The different modes of transport available for the movement of goods and passengers are land 
transport, water transport and air transport. 

Land transport includes roadways, railways and pipelines. Road transport consists largely of 
motor car, buses and trucks India has a large network of roads. There are national highways, state 
highways, distncl and village toads. Ready availability, speed, flexibility and quality of service are 
someof the advantages of road transport Railway routes arc spread over allparts of the country. They 
are the most important caniers of passengers and goods traffic within the country Large cairymg 
capacity, economy over long distances andsuitabilityfor cairymg bulky goods aresomeofthemenls 
of railways 

Since roadways and railways may provide complementary services, coordmation is essential 
in their developmen t and operation Road transport should be d eveloped in areas which aienot served 
by railways 

Pipelines arc generally used for transportationof liquid petroleum products, natural gas or coal 
gas It requires heavy expenditure for installation and maintenance of pipelines as well as pumping 
stations 

Water transport involves the use of rivers, canals and tlie sea Boats, ferries, steamers etc are 
used in inland watorw ays, that is, rivers, and canals Ships arc used m sea transpori Inland waterways 
are useful only if they are navigable tluoughout the year Many of the nvers and canals are not 
navigable duo to madequacy of water Ocean transport is mosi useful for trade among countries 
connected by sea It is earned out by following dcfmue routes which bnk all the countries 

Air transport is relatively anew means of transjKiit. It is adv antageous m situations where speed 
is desired or where surface transport is lackuig It is especially useful for the transport of less bulky 
goods of high value. However, it involves large capital investment and high operatmg costs 

The suitability of any parUcular mode of transport depends on (i; its services horn the user’s 
point of view (ii) profitability from the operator’s pomt of view and (iii) utility from tlie point of view 
of society 

2. Banking 

It helps business finns to overcome the problem of finance by lending money as and when required 
B anking refers to the busuiess of acceptmg deposits and lending money A bank may be defmed as 
an mstitution which is engaged in acceptmg deposits, makmg loans and providing other services to 
its customers and the general public Commercial banks perform the following five functions (i) 
acceptance of deposits (ii) grant of loans (in) discounting ol bills (iv) actmg as agent and (v) offenng 
miscellaneous services 

Banks accept deposits on different conditions and accordmgly pay mteres t These deposits may 
be divided mto different categories of accounts (i) fixed deposit account (n) savmgs account (in) 
recurring deposit account and (ivj current account. 

Lendmg of money is a permanent funcuon of banks. They lend money on the basis of deposits 
received. Loans and credits are extended in the form of over-drafts, cash credits or loans and 
advances Banks also discount bills of exchange cf tlieir customers 

As agents banks render useful services to their customers, such as realising dividends on shares. 
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buving and scllmg secunUes andpayment of insurance premium Other miscellaneous services may 
include safe custody of valuables and documents, issuing travellers cheques etc 

There are several other types of banks in India (i) Agncultural banks (li) Indigenous bankers 
(ill) Regional rural banks (iv) Exchange banks (v) Central bank (vi) Development banks 

3,Insurance 

It is defined as an agreement between two parties whereby one of them called insurer, agrees to 
protect the other known as insured agamst aloss which may arise on the happening of an event. The 
document contaimng the agreement is called ‘the policy' The loss suffered by any one msured is 
spread among a large number of insured who contribute small amounts of premium Insurance 
coverage is available only for those risks which arc considered ‘insurable’ There arc two major type.s 
of insurance coverage (i) insurance of person, and (li) insurance of property, 

Fundamental prmciples which are applicable specially in the case of insurance contracts are 
(i) Prmciple of utmost good faith (n) Principle of indemnity (iii) Principle of insurable interest 
(iv) Principle of cause proxima (v) Principle of mitigation of loss (vi) Prmciple of subrogation 

The important types of msurance agamst risks are (i) Life insurance (ii) Fire insurance (iii) 
Marme insurance 

Inacontractoflife insurance, the insurer undertakes to pay acertamsum of money on the death 
of the msured or on the expiry of a fixed penod, whichever is earlier Different types of life policies 
available arc- Whole life policy. Endowment policy. Term policy. Joint life policy and Group 
insurance policy 

In a contract of Fire insurance, the msurei undertakes to bear the loss which may be suffered 
by the msured due to damage or destruction of property by fire V anous types of fire insurance 
policies are- Specific policy. Valued policy. Floating policy, Replacement policy, Loss of profit 
policy. Comprehensive policy 

In marine insurance, the insurer undertakes to cover the risks of losses on die sea (marme losses) 
due to penis of the sea Marme insurance may be in respect of ship, cargo, freight or any other subject 
cormected with a marine voyage Vanous tyjies of marme policies are. Voyage policy. Time policy, 
Voyagc-cum-time-policy, Valued policy. Unvalued policy. Floating policy, 

4. Other Services 

Warehousmg, Packaging, Advertising and Sales Promotion are other miscellaneous services which 
are essential to mduscry and trade 

Warehousing provides the facilities of preserving goods from the time they are produced to the 
tune they are consumed Other functions performed by warehousekeepers are storage, risk bearing, 
price stabilisation, facilitatmg payment of duties, marketing and financing Warehouses may be 
broadly divided mto three categories (i) Pnvate warehouses (it) Public warehouses and (iit) Bonded 
warehouses 

Packag ing is concerned with putting articles on the market m convenient lots so that buyers can 
handle them with case. Packing is necessary during transportation and storage. Different types of 
packing materials are used for packmg different goods 

Advertising provides the means of communicating information about the existing and new 
products and services to the present and potential buyers It is defined as a paid from of non persons 
presentation of ideas, goods or services by an identified sponsor, The basic purpose of advertisir 
IS to increase the sale of existmg and new products or services There are different means of cor 
municaung the message to be advertised These are known as media of advertising which are Pre 
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(newspapers andmagaimes), Radio,Television, Outdoor,Cmemaslides, Exhibitions, andpairs etc 
Sales Promotion activities are undertaken for increasing the sales of the products and services 
These activities include free gifts, fashion show and discount sales etc 


QUESTIONS 


I OBJECTIVE TYPE 

Indicate whether the following statements are true or false. 

1 You can open your current account m Reserve Bank of India 

2 You can take an endowment policy m Fire Insurance. 

3 Bonded warehouse can be owned by tlic pnvatc owners mdependently 

4 An insurance contract without/rcrurafite interest will be treated as void 

5. Prmciple of indemmty is not applicable to personal insurance contract 

6. A child does not have an msurable Interest in the life of his father 

7. Overdraft facilities are available to a Saving Bank Account holder 

8. “Window display” is an indoor media of advertisement 

II. SHORT ANSWER TYPE 

1 State the service facilities which are necessary for busmess activity 

2. Bnefly state the importance of road transport for Indian business 
3 If you have to transport 10 buffaloes for 500 miles, which mode of transport would you 
use and why'^ 

4- State the considerations which a business firm should take into account for choosing a 
mode of transport 
5. Wliat IS banking’’ 

6 List the functions of a commercial bank. 

7. State the typies of banks in India 

8. Name thespccialisedinstitutions whichhavebeensetup to fill the gaps mbankmg activity, 
9 Define ‘msurable interest’ 

10. When should msurable mterest be present m fire insurance and marme msiirance? 

11. State the purpose of warehousing. 

12 Name the agencies which exist in India for creating warehousing facihties 

13 State briefly the purpose of a bonded warehouse 

14 Give the meaning of advertising 

15. Whal medium will you like to use to advertise tooth powder’’ 

III. ESSAY TYPE 

1 Why do we need service facilities in our trade and industry? 

2. Discuss the merits and limitations of road transporL 

3. Discuss the merits and limitations of rail transport 

4. Why do you find the two prominent modes of transport—rail andioad— m acomjjetitive 
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5. Discuss the role of water and air transport m Indian business 
6 What IS development banking^ 

7. How does a busmessman insure agamst rusks m his import-export business'' 

8. Discuss the pnnciplcs of uberrimaefidei, causa proxima and subrogation Give suitable 
examples 

9 Distmgmshbetweenpacking andpackaging Why is packaging so importantm marketing 
of goods? 

10 How will you choose your medium of advertising'' Explam with the help of examples 

11 What IS sales promotion'' 



Chapter 5 


Forms of Business Enterprises 
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LEARNING OBJECTIVES 


After reading this chapter you will be able to: 

1. explain the meaning of and distinguish between private, public and joint sector busi¬ 
ness enterprises; 

2 identify the charactcrisucs of the various forms of private sector enterprises; 

3. analyse the meaning, features, merits, limitations and other important aspects of sole 
propiictorship, joint Hindu family business, paruicrship, co-opcraiive society and 
company form of organisation. 



forms of business enterprises 


57 


5.1 INTRODUCTION 

You may recall that the term ‘business’ refers to 
an economic acUvity involving regular produc¬ 
tion or purchase and sale of goods and services 
with the object of earning profit through the 
satisfaction of human wants. The activities of 
production/purchase and sale are performed in 
different kinds of organisations. For example, we 
are all quite familiar with organisations such as 
the small grocery shop, cement factory, textile 
mill, automobile repair workshop etc. These 
organisations are called business undertakings or 
business enterprises. The characteristics of dif¬ 
ferent types of business enterprises are discussed 
in this chapter. 

5.2 MEANING AND TYPES OF BUSINESS 

UNDERTAKINGS 

Meaning A business undertaking is an organisa¬ 
tion through which business acuvities are carried 
out. Different terms arc used to denote the idea of 
a business underuiking e.g. a business concern, 
firm, company, mill, factory, plant, shop, etc. 

Types of Business Undertakings: Business 
underiakings may be distinguished on the basis of 
size, nature of activities and ownership On the 
basis of size, we can idenufy small, medium and 
large business undertakings According to the 
nature of activity we may distinguish between 
industrial, trading and service enterpnses. On the 
basis of ownership, we can talk of private, public 
and joint sector enterprises. Business undertak¬ 
ings on tlic basis of ownership are discussed 
hereafter. 

1. Private Sector Enterprises: A pnvate sector 
enterprise, or a private enterpnsc is one which is 
owned, managed and controlled by an individual 
or a group. They alone arc responsible for the 
profits and losses of the enterprise. The business 
enterpnses owned by business houses like Tatas, 
Birlas, as well as small and big business firms run 
by individuals are examples of jifivate sector 
enterpnses. Private enterprises may be of diffe¬ 


rent types- sole proprietorship, joint Hindu fam¬ 
ily firm, partnership, co-operative and company 

2. Public sector enterprises: A public sector 
enterprise, or a public enterprise, is one winch is 
owned, managed and controlled by the Central 
Government or any State Government or any 
local aulhoiity. In a public enterprise, govern¬ 
ment contributes tire whole or major part of capi¬ 
tal Some of Ihc well-known examples ol public 
enterpnses are. Railways, Posts and Telegiaphs, 
Life, Insurance Corporation (LIC), Industrial 
Finance Corporation of India (IFCl), Mahanagar 
Telephone Nigam (MTN), State Trading Corpo¬ 
ration (STC), Bharat Heavy Electricals Ltd. 
(BHEL). Hindustan Machine Tools (HMT), Food 
Corporation of India (FCI). 

3. Joint sector enterprises: Tins type of enter¬ 
prise IS one which is owned, managed and con- 
trolledjoinily by the private entrepreneurs and the 
government. Such enterprises are also called 
mixed ownership enterprises. This form of under¬ 
taking evolved with the government’s intention to 
encourage private entrepreneurs in industrial 
activity Injoint sector enterprises both the parties 
share in profits and have to bear the losses. The 
proportion in which the capital should be contrib¬ 
uted by the respective parties is dccidedby mutual 
consent Management and control may be with 
the private entrepreneurs or government repre¬ 
sentatives Some of the well-known examples of 
joint sector enterprises are: the Gujarat State 
Fertiliser Company, Cochin Refineries, Praga 
Tools Corporation, Indian Rare Earths Limited, 
etc. 

5.3 CHARACTERISTICS OF PUBLIC, 
PRIVATE AND JOINT SECTOR 
ENTERPRISES 

Some of the most important charactenstics of 
public, private and joint sector enterprises are 
outlined below. 
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1. Private sector enterprises; Private enter- 5.4. FORMS OF PRIVATE SECTOR 
pnses are owned by private individuals and rights ENTERPRISES 

of management vest in the owners For the effi- General Characteristics 
cient management of such enterprises, profes¬ 
sional competen t people can be employed by the Private sector enterprises may be divided into the 
owners. Such people are then accountable to the following categories, 
owners for their performance and business re- (i) Sole proprietorship; 
suits Private enterprises are mainly guided by the (ii) Joint Hindu family; 

profit objective. (m) Partnership; 

2. Public sector enterprises; In a public enter- 0'') Co-operative society, 

prise, ownership is with the government—the ('') Company. 

Central, the State or the Local The rights of man- Before discussing the various aspects of 
agementalso vestin the government. Since public these forms of private sector enterprises, itshould 
enterprises are owned and controlled by the gov- I*® proper to outline their general characteristics, 
emment they are accountable to the public Some of the most important characteristics of 
through the government Public enterprises arc private sector enterpnses include the following 
guided both by the profit and other social objec- rii Ownership of financing. The ownership 
lives such as (i) creation of basic and strategic of a private sector enterprise vests in pnvatemdi- 
industries (like steel and oil), (it) achieving self- viduals. Hence they have to contribute necessary 
reliance in technology, (iii) promoting balanced capital for the enterprise, 
regional development through the growth of Management and control The rights of 

economic activity in the backward and remote management and control of a private enterprise 
areas of the country private entrepreneurs. They have to 

3. Joint sector enterprises: In a joint sector en- 

terpnse, ownership is with private entrepreneurs performed. The owners, however, 

ami the government, The responsibility of man- Professional managers for the effi- 

agement generally lies with the private entrepre- funcuoning of the enterpnse 

neurs. Such enterprises are organised to encour- Accountability. Where professional 

age private entrepreneurs to participate in mdus- managers are employed in a private sector enter- 
tnal development joindy with the government P^^e they are responsible to the private owners 

On the basis of the above description a com- actions and performance, 

paralive view of the public, private and joint 
sector enterpnses is presented below: 

COMPARATIVE VIEW OP PRIVATE, PUBUC AND JOINT SECTOR ENTERPRISES 



Sector 

Enterpnse 

Public 5ec/Dr 

Enterprise 

Joint Sector 

Enterprise 

1, Ownership 

Private individuals 

GovcmmBnl.CeniTal / 
Slale/LocaL 

Pnvate entrepreneurs 
and the govemmenl 

2, Management 

Pnvate owners or 
professional managers 

Government 

Mainly wiih pnvate 
entrepreneurs 

3 Accountability 

To the owners 

To the public 

Both the private 
entrepreneurs and the 
government 

4, Objectives 

Profit 

Profit and social 
objecuves 

Profit and social 
objectives 
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(iv) Objectives: The funcuoning of a pnvate 
enteipnse is mainly guided by the profit objec¬ 
tive. Profits of such enterprises are entirely at the 
disposal of private owners. 

5.5 SOLE PROPRIETORSHIP 

Meaning: The sole propnetorship is a form of 
business that is owned, managed and controlled 
by an individual He has to arrange capital for the 
business, and he alone is responsible for its 
management. He is, therefore, entitled to the 
profits and has to bear the losses, if any In running 
his busmess, however, he can take the help of his 
family members and also make use of the services 
of others such as a manager and other employees. 
This type of business organisation is sometimes 
called single ownership or single proprietorship 
If the business pnmanly consists of trade, the 
organisation is called a sole trading organisation. 
Small factones and shops are often found to be 
sole propnetorship organisations. 

It IS the simplest and most easily formed 
business organisation. This is because not much 
legal formality is required to establish it. For 
instance, to start a factory the permission of the 
local authorities is sufficient Similarly, to start a 
restaurant, it is only necessary to get the permis¬ 
sion of the local health authorities. Or again, to 
run a grocery store, the proprietor has only to 
follow the rales laid down by local adminisUa- 
tion. 

5.5.1 Features of Sole Proprietorship 

The important features of a sole-proprietary or¬ 
ganisation include the following: 

(i) Individual ownership: One person is the 
owner in a sole-proprietary form of organisation. 

(li) Risk-bearing: The proprietor is the sole 
beneficiary of profits in thi s form of organisation. 
If there is loss, he alone has to bear iL Thus, the 
risks of business are borne by the proprietor 
himself. 


(in) Management and control Management 
and control of this type of organisauon is the re¬ 
sponsibility of the sole proprietor. He may, how¬ 
ever, employ a manager or other people for the 
purpose 

(iv) Minimum government regulations The 
government does not interfere with tlie working 
of the sole propnetorship organisation. However, 
they have to comply with the general laws and 
rules laid down by government 

(v) Unlimited liability. The sole proprietor 
has to bear the losses and is responsible for the 
liabilities of the busmess. If the business assets are 
not sufficient to meet the liabilities he may also 
have to sell his personal property for thatpurpose. 

5.5.2 Merits of Sole Proprietorship 

A sole proprietary organisation has the following 
advantages' 

(i) Ease of formation and closure - A sole 
proprietorship business is easy to form. There is 
hardly any legal formality mvolved in setting up 
this type of organisation. It is not governed by any 
specificlaw. It is simply required that thebusiness 
activity should be lawful and should comply with 
the rules and regulabons laid down by local au- 
thonties Also, the business can be closed when¬ 
ever the proprietor desires. 

(ii) Simplicity of operation and flexible man¬ 
agement: In sole proprietary organisation, all the 
decisions rclabng to business operations are taken 
by one person which makes functioning of busi¬ 
ness simple and easy. The sole proprietor can also 
bring about changes in the size and nature of 
acbvity. This gives flexibility to business. 

(iii) Sole beneficiary of profits: The sole pro¬ 
prietor is the only person to whom the profits 
belong. There is a direct reladon between effort 
and reward. This motivates him to work hard and 
bear the risks of business. 

(iv) Benefits of small scale operations The 
sole proprietorship is generally organised for 
small scale business. This helps the proprietor’s 
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family members to be employed in business. At 
the same tune such a business is also entitled to 
certain concessions from the government. For 
example, small industrial organisations can get 
electricity and water supply at concessional rates 
on apnonty basis. 

S.5 J Limitations of Sole Proprietorship 

A sole proprietor generally suffers from the fol¬ 
lowing limitations: 

(i)Limitation of managemem skills' A sole 
proprietormay not be able to manage tliebusiness 
efficiently as he is not likely to have necessary 
skills regarding all aspects of the business. This 
poses difficulties m the growth of business also. 

(h) Limitation of Capital; The sole proprietor 
of a business is generally at a disadvantage m 
raising sufficient capital. His own capital may be 
limited and his personal assets may also be msuf- 
ficient for raising loans against their secunty. 
This reduces the scope of business growth. 

(iu) Unlirmted liability: The sole proprietor 
is personally Uable for all business obligations. 
For paymentof business debts, his personal prop¬ 
erty can also be used if the business assets are in- 
sufiicient. 

(iv) Lack of continuity • A sole proprietary or¬ 
ganisation suffers from lack of conbnuity. If the 
proprietor is ill this may cause temporary closure 
of business. And if he dies the business may be 
permanently closed. 

From the above account of the merits and 
limitabons it becomes clear that it is only personal 
services like repair work, tailoring etc. small 
factories, retail shops and professional activities 
which can be set up as sole propnetary organisa¬ 
tions. In India, this form of organisation is quite 
popular and accounts for the largest number of 
business units. 

5.6 JOINT HINDU FAMILY 

The loint Hmdu Family business refers to a busi¬ 
ness which is owned by the members of a joint 


Hmdu family. It is also known as Hindu Undi¬ 
vided Family Business It is governed by the 
Hindu Law. This form of organisation is created 
by the law of succession. The joint Hindu family 
form IS a form of business organisation in which 
the family possesses some inherited property 
The mheritance of property is among the male 
members. The share of ancestral property is in- 
hented by a member from his father, grandfather 
and great grandfather. Thus, three successive 
generations can simultaneously inherit the ances¬ 
tral property. For purposes of running a joint 
Hmdu family business, only male members are 
entitled who are regarded as co-parceners and the 
oldest member is known as Karla 

5.6.1. Features 

The important features of Joint Hindu Family 
business are outlined below: 

(ij Membership. The membership of a joint 
Hindu family business consists of only the male 
members. The membership is not created by an 
agreement but is determined by birth The mem¬ 
bership is restricted to three successive genera¬ 
tions. 

(ii)Management. Themanagementof sucha 
business vests in the eldest member of the family, 
calledJfarto. ThtKarta, however, may associate 
other members to assist him in the management of 
business. 

(lii)Liability ■ The liability of the Karta is un¬ 
limited i.e. even his personal assets can be used 
for the payment of business dues The bability of 
other members is limited to the extent of their 
share in the property of the family business, 

(iv) Right to accounts. Co-parceners are not 
entitled to mspect the accounts of die business 

(v) Dissolution of business. The joint Hindu 
family business comes to an end when all the 
members notify that they are not members of the 
jointHindu family. It is, however, not affected by 
the death of a co-parcener. Thus, the duration of 
a joint Hindu family business is fairly long. 
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5.7 PARTNERSHIP 

Meaning. Partnership is an association of persons 
who agree to combine their financial resources 
and managerial abilities to run a business and 
share profits in an agreed ratio. Since the re¬ 
sources of a sole proprietor to finance, and his 
capacity to manage, a growing business is lim¬ 
ited, he feels the need for a partnership firm. 
Partnership business, therefore, usually grows 
out of the need for expansion of business with 
more capital, better supervision and control, divi¬ 
sion of work and spreading of risks. 

The Indian Paitnership Act defines partner¬ 
ship as "Partnership is the relation between per¬ 
sons who have agreed to share the profits of a 
business earned on by all or any one of them 
acting for all”. The persons who have agreed to 
join in partnership are individually called ‘part¬ 
ners’ and collectively a ‘f mm’. A partnership firm 
can be formed with a minimum ot two partners 
and It can have a maximum of twenty paitneis 

5.7.1 Features of Partnership 

The features of partnership are as follow'S’ 

(i) Existence of an agreemen:- Partnership is 
formed on the basis of an agreement be rween two 
or more persons to carry on business. It does not 
arise out of the operahon of law as in the case of 
joint Hindu family business. The terms and con- 
di lions of partnership are laid down in a document 
known as Partnership Deed. 

(ii) Engagement in Business: A partnership 
can be formed only on the basis of a business 
activity. Its business may include any trade, in¬ 
dustry or profession Thus, a partnership can 
engage in any occupation—production and/or 
distribution of goods and services—with a view 
to earning profits. 

(ill) Sharing of profits and losses' In a part¬ 
nership firm, partners are entitled to share in the 
profits and are also to bear tiie losses, if any. 

(iv) Agency relationship: The partnership 
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business may be earned on by all or any of the 
partners acting for all. Thus, each partner is a 
principal and so can act in his own nght. At the 
same time he can act on behalf of other parmeis as 
their agent. Thus, every partner can bind the firm 
by his acts. 

(v) Liability: The liability of partners is un¬ 
limited as in the case of sole proprietorship 
Partners are individually and collectively liable to 
creditors of the firm. Hence, tlie creditors have a 
nght to recover their dues from the pnvate prop¬ 
erty of one or all partners when the assets of the 
fmn are insufficieni. 

(vi) Ownership and control. Every partner 
has a nght to take part in the management of the 
business Hence, the rights of ownership and 
control are jointly lield by the partners 

(vii) Non-lransferability of share No partner 
can transfer his share in partnership to any oilier 
person. He may, however, do so with the consent 
of all other partners 

(vni) Registration: To form a partnership 
firm. It is not compulsory to register it. However, 
if the partners so decide, it may be registered with 
the Registrar of Fums. There are advantages of 
registration which are discussed later 

(ix) Duration' The partnership firm contin¬ 
ues at the pleasure of tlie partners. Legally a 
partnership comes to an end if any partner dies, 
retires or becomes insolvent. However, if the 
remaining partners agree to work together under 
the original firm’s name, the firm will not be 
dissolved and will continue its busmess after 
setlhng the claim of the outgoing partner. 

5.7.2 Formation and Registration 

Partnership Deed. Since partnership rests on an 
agiecineiit tunong persons, its formation does not 
involve any special legal problems. Generally, 
the parLriciship agreement is reduced to writing 
and a Partnership Deed is prepared. Partnerslkip 
Deed lays down the terms and conditions of 
partnership and the rights, duties and obligations 
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of partners. The following points are generally 
covered in the Deed. 

(i) The nature of business; 

(ii) Name of tlie firm and the place where its 
business will be earned on; 

(ui) Amount of capital to be contributed by each 
partner; 

(iv) Duties, powers and obligations of all the 
partners; 

(v) Method of preparing accounts and arrange¬ 
ment for audit; 

(vi) Whether loans will be accepted from a 
partner over and above the capital and, if so, 
at what rate of interest, 

(vii) The amount to be allowed as pnvaie draw¬ 
ings by each partner and the interest to be 
charged thereon, 

(viii) The ratio in which profits are to be shared, 

(ix) Whether a panner can be expelled and, if 
so, the procedure for the same, 

(x) Method for the settlement of disputes; 

(xi) Circumstances under which the partnership 
will stand dissolved, and in case of dissolu¬ 
tion, under whose custody the books of 
accounts will remain 

The Deed has to be stamped and each partner 
should have a copy of it. 

5.7.3 Registration of Firm 

Registration of a partnership firm is not compul¬ 
sory. But an unregistered firm suffers from cer¬ 
tain disabilities. These disabilities make it vu-tu- 
ally compulsory for a firm to get registered. A 
partnership firm may be registered at any time 
That is, at the time of formation or at any time 
dunng Its existence A partnership firm desiring 
registration applies to the Registrar of Firms in 
presenbed form alongwith the registration fee 
The application should state the following 
(i) Name of the firm, 

(li) Thepnncipal place of business of the firm, 
(ill) The name of any other place where thcfirm 
is to carry on business. 


(iv) Date of admission of the partners in the 
firm; 

(v) Names and permanent addresses of the 
partners; 

(vi) Durahon of the firm. 

The application shall be signed and venfied 
by each partner. Changes in the above particulars 
have to be communicated to the Registrar. The 
certificate of registration is a reliable evidence 
and a conclusive proof of the existence of the 
firm 

Consequences of non-registration An un¬ 
registered firm suffers from the following serious 
disabilities 

(i) A partner of an unregistered firm cannot 
flic a suit against the firm or any other 
parmer for enforcing his nghts ansmg out 
of the contract; 

(ii) An unregistered fum cannot file a suit 
against any third party tor the recovery of 
claims; 

(ill) Such a firm also cannot file a suit against 
any partner 

5.7.4 Types of Partnership 

According to the nature of agreement among 
partners, there can be three types of partnerslnp as 
follows' 

(i) Partnership at-will Such-a partnership 
exists on the will of the partners That is, it can be 
brought to an end whenever any partner gives 
notice of his intention to do so 

(ii) Particular partnership. A particular 
partnership is formed for undertaking aparticular 
venture It comes to an end automatically with the 
completion of the venture. 

(ill) Partnership for a fixed duration. Such a 
partnership is foi a fixed period of time say, 2 
years, 5 years or any other duration 

5.7.5 Types of Partners 

The various types of partners found in partnership 
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firms are as follows' 

(i) Active Partners. Partners who take active 
part m the conduct of day-to-day business of the 
ftrm are called active partners. These partners 
carry on business on behalf of the other partners. 

(ii) Sleeping or dormant partners. Sleeping 
or dormant partners are those who do not take 
active part in the management of the business. 
Such partners only contribute capital in the firm 
and are bound by the activities of other partners 
However, they share in the profits and losses of 
the business. 

(ill) Others Active and sleeping partners are, 
as a matter of fact, the full-fledged parUiers i.e 
they share in profits and losses of the business and 
are liable for its dues. However, there are other 
types of partners also who may be associated with 
partnership directly or indirectly. They are not 
tull-fledged partners, such parUiers may include 
the following' 

(a) Nominal Partners. Nominal partners arc 
those who do not have interest in the busi¬ 
ness but lend their name to the firm. They 
do not make any capital contribution, and 
aie not enUtled to take part in management, 
but are liable, like other parmers, to third 
parties Such parmers generally have a 
pecuniary interest (like a share in the prof¬ 
its) in lending their name to a firm How¬ 
ever, in certain cases they may not have any 
pecuniary interest in doing so. For ex¬ 
ample, a reputed industnalist may, without 
any profit motive, lend his name to a firm 
run by his family members. 

(b) Partner by holding out If a person by his 
words or conduct holds out to another that 
he is a partner, he will be prevented from 
denying that he is not a parmer. ITie person 
who thus becomes liable to third parties to 
pay the debLs of the firm is known as a 
partner by holding out. 


Minor admitted into the benefits of 
partnership 

A minor is a person who has not attained the age 
of 18 years. Since a minor is not capable of 
entering into a valid agreement, he cannot be¬ 
come partner of a firm. He may, however, be 
admi tted to the benefits of an existing partnership. 

It is clear from the preceding discussion that 
partners can be of three categones: (i) those who 
share in the profits and losses of the business and 
assume liability of the business debts (like active 
partners, dormantpartners and nominal partners), 
(ii) those who share in profits only (like minor 
partners) and(iii) those who assume liability with¬ 
out sharing in the profits of the business (like 
parmers by holding out). 

5.7.6 Merits of Partnership 

A partnership form of organisation offers the 
following advantages' 

(i) Ease information A partnership is very 
easy to form. All that is required is an agreement 
among the partners. Even the expenses to be 
incuned for registration arc. not much. 

(«j Pooling of financial resources: A part¬ 
nership commands more financial resources 
compared to sole proprietorship This helps m ex¬ 
panding business and earning more profits. As 
and when a firm requires more money, more 
parmers can be admitted 

(hi) Pooling of managerial stalls Aparmer- 
ship facilitates pooling of managerial skills of all 
Us partners. This leads to greater efficiency in 
business operations. For instance, in a big part¬ 
nership firm, one partner can handle production 
function, another partner can all look after mar¬ 
keting activity, still another can attend to legal and 
personnel pioblems, and so on 

(iv) balanced business decisions. In a part¬ 
nership firm, decisions are taken unanimously 
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after considering all the major aspects of a prob¬ 
lem. This ensures not only balanced business 
decisions but also removes difficulties in the 
smooth implementation of those decisions. 

fvj Sharing of risks: Unlike sole proprietary 
organisation, the risks of partnership business are 
shared by partners on a predetermined basis. This 
encourages partners to undertake risky but profit¬ 
able business activities. 

5.7.7 Limitations of Partnership 

A partnership form of organisation suffers from 
the following major hmitations. 

(i) Uncerlamty of existence: The existence of 
a partnership firm is very uncertain. The retire¬ 
ment, death, bankruptcy or lunacy of any partner 
can put an end to the partnership. Further, the 
partnership business can come to a close if any 
partner demands it. 

(ii) Risks of implied authority. It is true that 
like the sole propiietor each partner has unlimited 
liabibty. But his liability may arise not only from 
his own acts but also from the acts and mistakes 
of co-parmers over whom he has no control. This 
discourages many persons with money and abil¬ 
ity, to join a parmership firm as partner. 

(Hi) Risks of disharmony: In partnership, 
since decisions are taken unanimously, it is essen¬ 
tial that all partners reconcile their views for the 
common good of the organisation But there may 
arise situations when some partners may adopt 
rigid attitudes and make it impossible to arrive at 
a commonly agreed decision. Lack of harmony 
may paralyse the business and cause conflict and 
mutual bickerings. 

(iv) Difficulty in withdrawal from the firm: 
Investment in a partnership can be easily made 
butcannotbeeasily wifhdrawn.Thisisso because 
the withdrawal of a partner's share requires the 
consent of all other partners. 

t'vj Lack of institutional confidence. A part¬ 
nership business does not enjoy much confidence 
of banks and financial institutions. It is because 


the nature of its activities is not disclosed to the 
public'and the agreement among partners is not 
regulated by any law. As a result large financial 
resources cannot be raised by partnerships and 
growth of business cannot be ensured. 

(vi) Difficulties of expansion: It is difficult 
for a partnership fum to undertake modernisation 
of expansion of its operations. This is because of 
its inability to raise adequate funds for the pur¬ 
pose. Limited membership (restricted to 20) and 
their limited personal resources do not permit 
large amounts of capital to be raised by the pan- 
ners. Therefore, large scale business cannot gen¬ 
erally be orgamsed by partnerships. 

It is quite obvious from the discussion that 
the partnership form of organisation is excellent 
when the size of business is medium, i.e. neither 
too small not too large, and when the partners can 
work in full cp-opcration with one another. 

5.8 CO-OPERATIVE ORGANISATION 

Meaning: A co-operauve form of business or¬ 
ganisation IS different from other forms of organi¬ 
sation. It IS a voluntary association of persons for 
mutual benefit and its aims are accomplished 
through self help and collective effort. The mam 
pnnciple underlying a co-operative organisation 
IS mutual help, i.e, each for one and all for each. 
A minimum of 10 persons are required to form a 
co-operative stx:iety. To be called a co-operative 
society it must be registered with the Registrar of 
Co-operative Societies under the Co-operative 
Societies Act. The capital of a co-operative soci¬ 
ety is raised from its members by way of share 
capital. It can also obtain additional resources by 
way of loans from the State and Central Co¬ 
operative Banks. 

A Co-operative society has much in common 
with partnership, yet there are differences be¬ 
tween the two types of organisation. In partner¬ 
ship, mutual benefit is restricted to partners only, 
but in a co-operative society it extends to its 
members as also the public. For example, in a 
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consumer co-operativc store or a co-operative 
credit society, the benefits are available to the 
members as well as the general public Besides, 
partnership requires the existence of some busi¬ 
ness activity whereas a co-operative may be 
formed whenever individuals have common 
needs which are difficult to fulfil single-handed 
Also, registrauon is optional in the case of part¬ 
nership but It IS compulsory for a co-operative 
society, 

5.8,1 Types of Co-Operative Societies 

Co-operabve societies may be classified into 
different categories according to the nature of 
activities performed by them The main types of 
co-operative societies are 

1. Consumers’co-operative societies, 

2 Producers’ co-operative socieUes, 

3. Co-operative marketing societies; 

4. Co-operabve credit societies, 

5 Co-operabve farming societies, 

6. Co-operative housing societies. 

1. Consumers’ co-operative societies; Con¬ 
sumers' co-operatives are organised by 
consumers lo eliminaie middlemen and to estab¬ 
lish direct relations with the manufacturers or 
wholesalers These societies are formed by con¬ 
sumers to ensure a steady supply of goods and 
services of high quality at reasonable prices. It 
purchases goods either from the manu Fac turers or 
the wholesalers for sale at reasonable prices The 
profit if any, is distributed among members as 
dividend m the ratio of capital contributed and 
also as bonus in proportion lo the purchases made 
by them. 

2. Producers’ co-operative societies: Produc¬ 
ers' co-operabve are formed to help the members 
m procuring inputs for production of goods or 
services. These societies generally provide raw- 
materials, tools and equipment and other com¬ 
mon Facilities to its members. This helps them to 


concenbatc ihcir attention on production of 
goods The socieiy provides inputs to the mem¬ 
bers and takes over their output tor sale to outsid¬ 
ers The basis for distnbubon of bonus is tlie 
goods delivered for sale by each member. 

3. Co-operative marketingsocieties; Co-opera- 
uve markeUiig socicbes are voluntary associa¬ 
tions ol small producers, who find it difficult Lo 
individually .sell tlieir products at a profit. The 
main purpose ol .such a society is to ensure a 
steady and favourable market for the output of iLs 
members. The output is pooled together and sold 
at the bcsipnce Tfic salcprocccds arc distributed 
in proporiion lo the conuibution of die members 
to ihc pool Marketing co-operatives eliminate 
middlemen ami ensure honest trading practices m 
W'cighing, measuring and accounting. 

4 . Co-operative credit societies: Such societies 
are formed to provide financial help in theformof 
loans to members The lands of these societies 
consist ol share capiial conu'ibulcd by the mem¬ 
bers and u.e deposus made by lliem and outsiders. 
The funds aie ......d m giving loans to needy 

niembers on teruiS Ihus, the members are 
protected from the exploiiaUon of money lenocrs, 
who chiuge very high rates of interest Another 
important purpose of credit co-operatives is to 
encourage the habit of thrift among their mem¬ 
bers. 

5. Co-operative farniing societies; In co-opera- 
bve farming societies, small farmers join together 
and pool their resources for cultivating their land 
collectively Their object is to achieve economies 
of large scale farming and maximising agncul- 
tural output Such societies are particularly im¬ 
portant in the case of countries like India, where 
agriculture suffers from excessive sub-dmsion 
and fragmentation of land Co-operabvc fanning 
makes it possible for members to use modem 
tools and equipments, good seeds, fertiliser and 
imgabon facilibes in order to achieve higher 
production 
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6. Co-operative housing societies: They are 
formed to provide residential accommodation to 
the members They undertake the purchase and 
development of land and/or construction of 
houses/flats on the land Some housing co-opera- 
lives provide their members with necessary loans 
at low rates of interest to build houses. These 
societies arc gaining popularity in big cities. 

S.8.2 Characteristics of Co-operative 
Organisation 

The following arc the mam characteristics of co¬ 
operative SOCICLCS 

(i) Voluntary association. In co-operatives, 
the membership is voluntary Anybody having a 
common interest is free to join a co-operauve 
society The member can also leave the society 
anytime alter giving proper nohee 

(n) Equal voting rights In a co-operative 
society, the principle of one man one vole is 
adopted A member has only one vote incspcctivc 
ofthemimbcrofsharc(s) held by him Thus, a co¬ 
operative society IS run on democratic principles 

(ill) Separate legal entity A co-operative 
society IS required to be registered under the Co¬ 
operative Societies Act Regisuation provides it a 
separate legal entity. Its existence is quite differ¬ 
ent from Its members The death, insolvency or 
lunacy of a member docs not affect ns existence 
It can sue and be sued in its own name It can make 
agreements as well as purchase and sell property 
in its own name. 

f i vj Service motive A co-operahve society is 
based on the service motive of its members Its 
mam objective is to provide service to the mem¬ 
bers and not to maximise profits Earning profit is 
the most important objective of other forms of 
business organisation Itisnotso in Lhccaseofco- 
operauves. 

(v) Distribution of surplus' Out of the profits 
of the co-operative, members are paid dividend 
and bonus. The bonus is given according to the 
volume of business transacted by each member 


with the co-operative society. For example, in a 
consumer co-operative society, bonus is paid in 
proportion to tlie purchases made by members 
during a year. In a producers’ co-operative the 
value of goods delivered for sale form the basis of 
distnbuung bonus. 

5.8.3 Merits of Co-operative Organisations 

The co-operative form of organisation offers the 
following advantages’ 

(i) Easy to form A co-operative society is a 
voluntary association -and may be formed with a 
minimum of ten adult members Us registration is 
very simple and can be done without much legal 
formalities 

(ii) Open membership Membership m a co¬ 
operative organisauon is open to all having a 
common interest A person can bccomca member 
at any Ume he likes and can leave the society by 
reluming his shares without affecting its continu¬ 
ity. 

(lit) Democratic managtment. A co-opera¬ 
tive society is managed in a democratic manner. 
It IS based on the principle of one man one vote. 
All members have equal nghts and can have a 
voice in its management 

(tv) Limited liability The liability of the 
members of a co-operative society is limited to 
the extent of capital contnbuted by them They do 
not have to bear personal liability for the debts of 
the society 

(v) Stability A co-operative society has a 
separate legal existence It is not affected by the 
death, insolvency, lunacy or permanent incapac¬ 
ity of any of its members. It has a fairly stable life 
and continues to exist for a long penod 

(vi) Economical operations. The operation 
of a co-operative society is quite economical due 
to elimination of middlemen and the voluntaiy 
services provided by its members. 

(vii) Government patronage. Government 
gives all kind of help to co-operabves, such as 
loans at lower rates of interest and relief in 
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taxation. 

(vii) Other benefits Certain non-economic 
benefits are also derived by members through co¬ 
operatives. Credit co-operatives, for instance, 
promote habits of thrift and producers’ co-opera¬ 
tive encourage joint activity among members. 

5.8.4 Limitations of Co-operative 
Organisations 

As against the above-mentioned advantages of 
co-operatives the following limitations and draw¬ 
backs of this form of organisation must also be 
noted 

(i) Limited capital Co-operatives are usu¬ 
ally at a disadvantage in raising capital because of 
the low rate of return on capital invested by 
members. 

(ii) Inefficient management The manage¬ 
ment of a co-operative society IS generally ineffi¬ 
cient because the managing committee consists of 
part-time and inexperienced people. Qualified 
managers are not attracted towards a co-operative 
on account of its limited capacity to pay adequate 
remuneration 

(ml Absence of motivation A co-operative 
society is formed for mutual benefit and the 
interest of mdividual members are not fully satis¬ 
fied. There is no direct fink between effort and 
reward. Hence members are not inclined to put in 
their best efforts in a co-operative society. 

(iv) Differences and factionalism among 
members Once the initial enthusiasm about the 
co-operative ideal is exhausted, differences and 
group conflicts arise among members. Then it 
becomes very difficult to get full co-operation of 
the members. The selfish motives of members 
begm to dominate and service motive is some¬ 
times forgotten But the society continues be¬ 
cause it functions in the interest of members. 

(v) Rigid rules and regulations - Excessive 
government regulation and control over co-op¬ 
eratives affect their functioning. For example, a 
co-operative society is required to get its accounts 


audited by the auditors of the co-operative depart¬ 
ment and to submit its accounts regularly to the 
Registrar. These regulations and control may 
adversely affect the flexibility of operations and 
the efficiency of management in a co-operative 
society. 

5.9 COMPANY 

The company form of organisation is considered 
to be most suitable for organising business activi¬ 
ties on a large scale as it does not suffer from the 
hmitations of capital and management of other 
forms of organisabon. The sole proprietorship, 
partnership and co-operative organisations are 
not capable of undertaking large scale activity 
due to lack of adequate capital and limited mana¬ 
gerial abilities In a company organisation those 
problems can be easily overcome. It has the ad¬ 
vantage of attracting huge capital from the public 
due to the limited liability of members. With 
adequate capital it can also employ trained and 
experienced managers to run the business activi¬ 
ties efficiently 

Meaning A company-is defined as a volun¬ 
tary association of persons having separate legal 
existence, perpetual succession and a common 
seal. As per the defimhon, there must be a group 
of persons who voluntanly agree to form a com¬ 
pany. Once formed the company becomes a sepa¬ 
rate legal entity with a distinct name of its own. Its 
existence is not affected by change of members. It 
must have a seal to be imprinted on documents 
whenever requued The capital of a company 
consists of transferable shares, and members have 
limned liability. 

5.9.1 Features of a Company 

The following are the chief charactenstics of the 
company form of organisauon. 

(i) Registered body ‘ A company comes into 
existence only after its registration. For that pur¬ 
pose, necessary legal formalities have to be 
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completed as prescnbed under the Companies 
Act. 

(ii) Distinct legal entity A company is re¬ 
garded as a legal entity separate from its mem¬ 
bers. Thus, a company can carry on business in its 
own name, enter into contracts, sue, and be sued. 

(ill) Artificial person A company is the crea¬ 
tion of law and has a distinct entity. It is therefore, 
regarded as an artificial person The business is 
run in the name of the company. But because it is 
an artificial person, its functions are performed by 
the elected representatives of members, known as 
directors. 

(iv) Perpetual succession A company has 
conbnuous existence independent of its mem¬ 
bers. Death, insolvency, or change of members 
has no effect on the life of a company The 
common saying in this regard is that ‘members 
may come, members may go, but the company 
goes on for ever’. The life of the company can 
come to an end only through the prescnbed legal 
procedure, 

(v) Common seal Since a company is an 
artificial person, it has no physical existence The 
activities of the company are carried through a 
group of natural persons elected by its members 
(called directors) Every company must there¬ 
fore, have a common seal with its name engraved 
on it Anyone acting on behalf of the company 
must use the common seal to bind the company. 

(vi) Limited liability The liability of the 
members of a company is limited It is limited to 
the extent of 'capital agreed to be contributed’. 
Beyond that amount, the membe'rs cannot be 
personally held liable for payment of the 
company’s debts 

fvii) Transferability of shares: The capital of 
a company is divided into parts called shares 
Normally the shares of a company are freely 
transferable by its members. However, transfera¬ 
bility IS restneted m the case of pnvate company. 


5.9.2 Merits of Company 

The most important advantages of a company 
organisation may be stated as follows: 

(i) Collection of huge financial resources 
The biggest advantage of a company organisation 
IS that it has the ability to collect large amounts of 
funds This is because a company canraise capital 
by issuing shares to a large number of persons 
Shares of small value can be subsenbed even by 
people with small savings In addition, company 
can also raise loans from the public as well as 
different lending institutions. Availability of 
necessary funds makes it possible for a company 
to undertake business activities on a large scale 
(if) Limited liability Another advantage of 
the company form of organisation,i.s the limited 
liability of members. With the liability ot mem¬ 
bers limited to the value of their shares, a com¬ 
pany IS able to attract many people to invest in its 
shares. It is thus m a position to undertake busi¬ 
ness ventures involving risks 

(ill) Free transferability of shares A com¬ 
pany permits its members to transfer their .shares, 
Free transferability of shares provides liquidity to 
the members investment. Thus, if a member 
needs cash he can sell hts shares Or, he can use 
the same amount to buy shares of another more 
profitable company. It enables profitable compa¬ 
nies also to attract funds away from the le.ss 
profitable ones. 

fiv) Durability and stability A company is 
the only form of organisation which enjoys con¬ 
tinuous existence and stability. The funds in¬ 
vested in a company by shareholders are not 
withdrawable until U ts wound up Also, any 
change m the company’s membership does not 
affect its life. As a result of this, a company can 
undertake projects of long duration and attract 
people to invest in the business of the company. 

(v) Growth and expansion With the large re 
sources at its command a company can organise 
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business on a large scale. Once ihe business is 
started on a large scale n gives the Lompan> 
sirenglli Lo grow and expand. 'Phis is liecause ol 
high pioliJs which accrue from die economies ol 
large scale organisalion and producuon 

ivi) Efficient managefnenf Since, a company 
undertakes large scale aciivilies, it requires the 
service.s of expert professional managers Com- 
jKleiit managers can be easily hired by a company 
because ii commands large financial resources 
Thus, efficient management is ensured in a com¬ 
pany organisation, 

(mI PuhlE confidence A company enjoys 
great coniidcnce and trust of die general people 
Companies have to disclose the results of their ac¬ 
tivities and financial position in the annual re¬ 
ports These reports are available to the public. It 
IS on the basis of the annual reports and other in¬ 
formation that investment is made in companies 
i\ui) Social benefits Apart from the benefits 
mentioned above a company organisation also 
offers the following social benefits’ 

{aj Democratisation of management In the 
company torm of organisation, management of 
business is entrusled to the elected representa¬ 
tives of shareholders, that is the directors. As a 
result of democratic management the business of 
a company is run in the best interest of the major¬ 
ity ol .shareholders, 

(hi Dispersal of ownership Since a large 
numlier ol persons are associated with a company 
as members, its ownership is widely held Thus 
the bcnetiLs of the company’s operations arc dis- 
tnbuted among a large section of people 

(c) Assumption of social responsibilities. 
Large companies often undertake and contribute 
to social welfare activities by making donations 
to schools and colleges, developing rural areas, 
running hcalih-care insbtutions, and so on. 

5.9 J Limitations of Company Organisation 

A company organisation suffers from the follow¬ 
ing limilations 


(i) Lengthy and expcnsn'c legal proiedurc 
The legisLrauon ol a cunipany is a long diawn 
prtKcs.s A number ol ikxiiiiiciiLs arc Lo be pre¬ 
pared and 1 1 led Lor preparing documents, experts 
arc lo be hired w'ho charge heavy fees Besides, 
registration fees have also lo be paid lo the Reg¬ 
istrar of Companies. 

(ii) Exrefiive government regulations A 
company is subject to government regulations at 
every stage ol its working A company has to file 
regular rctunis and statemcnls ol its activities 
with the Registrar There is a ixmalLy for non- 
compliance ol the legal requirements. Filing re¬ 
turns and reports involving considerable time and 
money is the responsibility ol the company All 
this reduces llexibility in operations 

(ill) Lark of incentive The company is not 
managed by shareholders but by directors and 
other paid ollicials Olticial.s do not have invest¬ 
ment in the company and also do not bear the 
risks. Assuch, they may noLbe as much motivated 
lo safeguard the interests ol the company as the 
shareholders 

(iv) Delay in decision-making and action In 
large companies, decision making and its imple¬ 
mentation happen lo be a lime consuming proc¬ 
ess This is obviously because individual manag¬ 
ers arc unable to lake decisions on thcirown. They 
may have to consult others which may take a lot 
of lime Similarly, after decusions arc taken, they 
have U) be communicated lo people working at 
various levels of the organisation It also delays 
the implementation of already delayed decisions 

(vj Conflict of interest A company is gener¬ 
ally characterised by a large organisation with 
many groups operating in u. So long as the inter¬ 
ests of these groups do not clash with each other 
they work for the good of the organisation. But 
someumes, individual and group interests be¬ 
come difficult to reconcile For instance, the sales 
manager may be interested in the quality of prod¬ 
ucts to satisfy customers and increase sales, buL 
the production manager may be more concerned 
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With maximum producuon without regard to the 
product quality In such a situation, the business 
IS bound to suffer in course of time unless there is 
a reconciliation of the conflicting view points of 
the two managers 

(vi) Oligarchic management The company 
management may seem to be fully democratic, 
but in actual practice, it is the worst form of 
oligarchy i e control by a small group of persons 
People who are once elected as directors of a 
company adopt vanous means to get themselves 
re-elected over and again. Such individuals often 
exploit the company for personal interests instead 
of working in the interest of shareholders 

(vii) Speculation In speculation, profit is 
sought to be made by manipulating pnees of 
shares without actually holding shares A com¬ 
pany organisation provides scope for speculation 
in shares by the directors Because ducctors have 
knowledge of all information about the function¬ 
ing of the company, they can use it to their 
personal advantage For example, duectors may 
sell or buy shares knowing that prices will decline 
or go up because of low or high profits. As a result 
of this, innocent shareholders may suffer loss 

(viii) Growth of monopolistic tendencies A 
company because of its large size has the ten-, 
dency to grow into a monopoly so as to eliminate 
competition, control the market and charge un¬ 
reasonable prices to maximise profits. Larger the 
size of a company greater is the possibility of it 
acquinng monopoly power Companies like 
Colgate-Palmolive have a near monopoly posi- 
bon in tooth paste, and Parle in soft drinks. 

(ix) Influencing government decisions Big 
companies are generally in a position to influence 
government officials to make decisions in their 
favour This is because such companies have 
large financial resources and are in a posibon to 
bnbe even high officials. 

From the preceding discussion it is clear that 
the company form of organisation is best suited to 
those lines of business activity which are to be 


organised on a large scale, require heavy invest¬ 
ment of capital with limited liability of members 
That is why enterpnscs producing steel, automo¬ 
biles, computers and other high technology prod¬ 
ucts are generally organised as companies 

5.10 CHOICE OF FORM OF 
ORGANISATION 

Having discussed the characteristics, ments and 
limitations of the vanous forms of organisation 
(soleproprietorship, joint Hindu family business, 
partnership, co-opcrabvc and company organisa¬ 
tion) we may consider how to select the most 
suitable form of organisation for a business ven¬ 
ture Choice of a suitable form of organisauon is 
important because the success and growth of a 
business depends a great deal on it The form of 
organisauon determines the availability of fi¬ 
nance, nsk associated with business, division of 
profit, owners’ control, stability and durabibty of 
business, and so on Since business and entrepre¬ 
neurial objectives vary, no single form of organi¬ 
sation can be considered as the best for all kinds 
of business The selecUon of a smtable form of 
organisauon is generally made after careful con¬ 
sideration of the following factors 

(i) Nature of business — manufacturing, uad- 
ing, service, 

(ii) Scale of operations—volume of business 
(small, medium, large) and the market area 
served (local, naUonal, international), 

(lii) Financial requirements for starting and ex¬ 
panding business; 

(iv) Degree of duect control desired by the 
owners; 

(v) Degree of nsk and liability; 

(vi) Division of profit; 

(vii) Flexibility of operations; 

(viii) Stability of business; 

(ix) Legal procedure 

It needs to be emphasised that these factors 
are inter-related and mfluence each other For in¬ 
stance, the financial requirements of a business 
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depend upon Lhc nature of business as well as the 
scale of operations The establishment of an in¬ 
dustrial enterprise (production of toys, for ex¬ 
ample) on a large scale would need greater outlay 
of capital, than a small enterprise for the same 
purpose Similarly, the degree of risk and liability 
will depend both on the amount invested and the 
nature of demand for the products of tlie enter¬ 
prise Thus, for a small enterprise (say, a work¬ 


shop or a grocery shop) the risk will be limited an 
so will be the owner’s liability, even if his per 
sonal assets may be used to discharge busines 
debts. Control and sharing of profit arc inter 
connected and both are related to the nsk an 
liability If the risk and liability are not heavy, th 
entrepreneur would not like to give up control an 
share profits with others 


SUMMARY 

1. Meaning and Types of Business Undertakings 

A business undertaking IS an organisation through which business activities arecarnedoiit Businc.ss 
undertaking can be of three types pnvate, public and joint sector enterprises 

A private enterprise is owned, managed and controlled by an individual or a group Owners are 
responsible for the profits and losses of Lhc enterprise 

A public sector cnicrpnso is owned, managed and controlled by the Central, Stale or any local 
aulhonty. 

A joint sector enterprise is owned, managed and controlled jointly by the private entrepreneurs 
and the Government 

These enterprises can be differentiated from each other on the basis of ownership, management, 
accountability and objectives Different typesofpnvalc enterprises are, namely, sole proprietorship, 
joint Hindu family business, partnership, co-opcraiive society and company 

2. Sole Proprietorship 

The sole propnetorship IS a form of business tliat is owned, managed and controlled by an individual, 
Tlie sole proprietor alone is entitled to the profits and has to bear the losses In o ther words, his liability 
is unlimited. This form of organisation has the advantages of ease of formation and closure, 
simplicity of operation and flexibility of management, undivided claim on profits and Ihe benefits 
of small scale operations. However, it suffers from the limitations of management skills, capital, 
unlimited liability and continued existence 

3. Joint Hindu Family 

The joint Hmdu family business represents a business organisation owned by the membersof a Joint 
Hindu Family. It is governed by the Hindu Law. Only male members, restricted to three successive 
generations can become its members. Thus, membership is not created by an agreement but is 
determined by birth The oldest member is called Karla and is responsible for managing the busmess 
Except for him, the liability of other members is limited. 

4. Partnership 

Thepaitncrship form of organisation is an association of persons who pool ilieir financial resources 
and managerial abili tics to share tlie profits of a busmess in an agreed ratio Unlikejomt Hindu family 
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business, the partnership orgarusatioii is formed on the basis of an agreement between a tnnumiim 
of 2 persons to carry on a business A maximum of 20 persons can be members in partnership In a 
partnership nTganisaiion, ca'.hpaj'trcris a principal and the agent of other partners and can bind the 
firm by his acts The liability ot partners is unlimited Registration of a partnership firm is not 
compulsory But when so desired it mav be registered with the Registrar of Ftrms under the Indian 
Partnership Act 

Various types of partners arc found in partnership firms' active and slccpmg partners (full- 
fledged partners), nominal and holding out partners. A mmor can also be admitted mto the benefits 
of partnership These partners maybe found in all the three types of partnership namely, partnership 
at will, particular partnership and partnership for a fixed duration 

A partnership t>’'ganisation ofters various advantages, like ease of formation, poolmg of 
financial and managerial rcsouices, balanced business decisions and sharmg uf risks, However, it 
■suffers from limitations, like imv'.ei tamty of existence, risks of implied auihonty, risk of disharmony, 
difficulty in withdrawal from the firm, lack of institutional confidence and difnculties of expansion 
and modernisation 

S. Co-operative 

A co-operative form of orgiuiisatlcm i.s established by a group of persons who voluntarily come 
together for mutual Iwncf't The aim'! of a co-opcraltve society are accomplished through self-help 
and collective effort. The pnncip) c oFonc-man-onc-vote governs tlie functioning of a co-operative. 
The capital of a co-opcratr'c sncictv i.s raised by issue of shares to the members, and as loans from 
the State and Central Co-opcafivc Banks Out of die profits, the members are paid dividend and 
bonus according to the bu.sincss transacted by them with the co-operative society. Unlike sole 
proprietorship and partncishm. a co-operative organisation has a separate legal entity It can be 
registered with the Registrar of Co-operative Soctetie.s 

The mam types of co-npcritive societies are. consumers’ co-operatives, producers' co¬ 
operatives, co-operative credit societies, marketing co-operatives, co-operauve farming societies, 
and co-operative housmg socieues 

A co-operative orguiisalior. ho.*; advantages, like easy lo form, open membership, democratic 
management, limited li.ibihiy, government patronage, and other non-economic benefits A co¬ 
operative organisation ha.s idrn certain luiutauons, like limited capital, meflicienc management, 
absence of motivation, diflerpuccs among members, rigid gov emment rules and regulations. 


6. Company 

A company form of organisation may be defmed as an artificial person created by law, havmg an 
indejiendent legal entity, with a perpetual succession, a common seal and the capital fund consisting 
of transferable shares, with limited liability. These features of a company organisation permit it to 
conduct business on a large scale and also overcome the limitations of capital and management of 
sole propnetorship, partnership and co-npcratives In spite of these features and advantages, a 
company organisation has several hmitations such as lengthy and expensive legal procedure, 
excessive government rcgulationii, lack of iiicenbve of managers, delay in decision making and 
action, conflict of interest, oligarchic management, speculation, growth of monopolistic tendencies 
and mfluencmg government decision for narrow interests 

The mam purpose of discus.sing the features, merits and limitations of the vanous forms of 
private enterprises is to select a Form of organisation that can effectively meet the busmess and 
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untrepreneurial objectives Since business and enlrcprencunal ubjecLives vary, no single i'oim of 
organisation can be considered as the best for all kinds of business ffowever, the selection of a 
suitable lonn of organisation can be made after carefully consideiing these lactors nature ot 
business, scale of operations, financial requirements, degree of duect control desired by owners, 
degree ol iisk and Uablltty, division ol profit, lle^ibihty ol optiations, SLabilily ot business, legal 
procedure Because tliesc factors are inter connected, their collective effect should govern the final 
choice 


/ 

QUHSTIONS 


OBJF.cmVETYI'H 

Indicate whedier the foriotouig statements are true oi faiat.' 

1 stjle jaoprieloiship inioivcs a lengthy and expensive procedure for its formation 

2 Lr.tbiliry ut a sole propr,etoi is limited lo ihe extent of his share m business 

3 hvcepifor AiiJtiid, the liability of ailolhermembers is limited in ajomtHindu family business 

4 Females cannot become members ui a jomt Hindu lamily business 
'i Registration ol a partnership limi is compulsory. 

fi Maximum numbei of partners m a partnership firm is twenty 
?, 1 lahiliLy ol partrer.s ui a partnership fum is unluniled 

U An acuv e partner docs not contribute i apila! in a partnership lirm 
'f An unregistered firm < annoi be sued by a third paity 
10. One man one-voic' principle ts adopted m a co operative socie'y. 

11 Registration of a «)-opei alive Siiciely is optional 

11 Mminium riumbei <>1 mcniliers required lo form a co-operative .Skrcieiy is two 
jJ Company is an artificial person. 

14 Shares of a company are generally Ireely iranstcrable 
15. Liability of a shareholder is unlimited 

lo Death, insoiv ency or lunacy of a ahareholdet brings a company to an end, 

li >HOKl .ANSWER TYfL’ 

’ Ijcfme busuicss eiitcipnsc. Lnumcratc die various tvpes cfbusiness enierpnses 
2 Ucime private busmes.v cr.lcipiise Lvijiiain its tharacleiistics 

'* Uctine puL'liC > mcrprisr. Name I've public enterprises opeialuig iii India 
4 Whit IS a join! sector t-rsu’rpr’.sc? Name three public joint secim enterpnses in India. 

Distmguisli lictween private, public and joint sector enteqinse.s 
6 Define partnership Slate ibs importani features 

Outline the procedure *nT registration of partncr.ship 
S, Enumerate die various ivpcs of go npicraUve societies, 

m E.'i.S’AY TYPE 

1 Wliai do you undersland by sole proprietorship'’ Outline its b.Mtines Explain its meriL.s and 
’irritations, 

? “One man control • s best ir the world if that one man ts big enpugb to manage everj'thmg", 
Lxptaui die aUi emeu: 
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3. Explain the features of ajoint Hindu family business 

4 Discuss the merits and limitations of partnership 

5 Describe the various kinds of partners in a partnership firm and discuss their nghts and 
obligations 

6 Define partnership deed Discuss its mam contents 

7 Define co-operative organisation. Explain its mam charactcnslics 

8. Discuss the advantages and limitations of co-operative organisation Name activities which 
can be suiLably undertaken by co-operative societies 
9 What is a company^ What are its characteristics^ Explam its advantages and limitations, 

10 Diffcrentiale between company and co-operative organisation 

11 List the factors that help in choosing a suitable form of organisation 
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LEARNING OBJECTIVES 

After reading this chapter, you should be able to. 

1. identify the features of private, public and government companies; 
2 gam an eletneniary idea of multinational companies; 

3. appreciate the concept and rationale of public sector; 

4. classify the forms of organising public sector enterprises. 
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6,1 LNTRODL’CriON 

F.. Uii. preceding chapter, 'ivc );avc; diKussed die 
vauoiia loims ot organisation ol business ciuer- 
prist.';, their advantages and hmiiations. The 
stst'n-'sion made it clear that huslnes.s in our 
enuntry can be mn by private individuals as ■wed 
us the government I'rivatc individuals can adopt 
various foims of organ.vation for the business -— 
sole proprietorship, joint Hindu laniily lirrn.pari- 
ULSship, co-operative society or a Lornpaiiy. 
St.Tiilarly, the Govemmenlinay conduct business 
activuic,. through departmental uitderlaktngs. 
stuUtory corporauons, and goveniment coiupa- 
I’lts. In this chaplei v,c shall discuss the various' 
loriiVj of company organisauon and the lorms itf 
y.didc sector enterprises. 

6,: TYPES OF COMPANIES 

Tiif company form ot business organisation is 
very popular in the world today Companies may 
h-c classified as private', public and government 
fVTiipanies. 

e 

Fuiiais: Company 

A private company is one which' 

(i) has a minimum of 2 and a maximum of 
50 members, excluding past and present 
employees. 

Oi) does not invite the public ia .subscribe to 
Its capital; 

fid'' restricts the rigbl of members to transfer 
their shares 

Al! these three restrictions must be continu¬ 
ously observed by a company to be called a 
pn vate company. S uch a comp any can manage Us 
aflairs with a minimum of 2 Directors only It 
must include the word 'private, limited’ as a part 
ofusnamc.NtrmaChemicalWorksPvt.Ltd isan 
example of a pnvate company 

A pnvate company is an ideal form of organi- 
s.U'.ort for those who wish to run a business with¬ 
out aSowiCiating a large number of members and at 


the same hme deriving the 'benefit of lumted 
iiabihiy. Tins tomn ot orgamsaiioti tnabks a 
smalt group of persons to conti ol ihc, m'diiagcmcitl 
of the company vVilhout the risk of displacement 
by any large shareholding group. 

f'ubltc Company 

A public company form of orgaiusahon i- one 
which' 

fi) h'as a minimum of 7 members; 

(li) IS nut prohibited tiom inviting the genera! 
public to subscribe to sts shares and debeu- 
lures, and 

(uA docsnoircsuictlhcJigluof itsrnembtesto 
transfer tlicir shares freely, 
fn a public company, the maximum number 
of mcnihcrs depends upon the numbci of shares 
issued. A public company can manage its affairs 
v/ithamimrnum of -1 Directors, Since the liability 
of members is limited, these companies must add 
the word Tinuted’ or ns abbreviation ‘Ltd ' to 
their name. Food Specialities Ltd., Bata India 
Ltd , MRF Tyres Ltd , Taui Oil Mills Company 
Ltd are examples of public companies. 

A public company is 'an ideal form of org'iim- 
sation for starting business on a large scale This 
is because members ot the general public can be 
inviied to subscribe to its capital. Large enter¬ 
prises producing steel, automobiles, computers 
and other high technology products are organised 
a,v public company 

Government Company 

A government company is one which is started by 
government and of which majority of capital is 
subscribed by the Central and/or State 
Govcrrunenl(s). Some of the well-known go vem- 
ment companies are; Bharat Heavy Electricals 
Limited (BHEL), Hindustan Machine Took 
Limited (HMT), Indian Oil Corporation HtXl}, 
MaruU Udyog Limited. 
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6.3 MULTINATIONAL COMPANIES 

A miiliinauonal company (MNC) is an organisa 
lion ihat 

1 . 1 ) operates m more than one country; 

(ii) carries oul producuon, markeling and re¬ 
search acLivUics in those countries, and 
(ill) attempts to maximise profits world-over 
A nuiltinauonal company is of a giant size. 
.Sonic of the well-known multinational compa¬ 
nies are General Motors (USA). Coca Cola 
fUSAl, Pepsi Cola (USA), Ponds (USA), Brook 
Bond (UK), Lipton (UK\ Sony (lapan). Su/iiki 
(iapiin) Some of the top bu.sincss houses of India 
life Tata' Birias also own multinational compa¬ 
nies The Indian miillinational companies are 
much smaller in si/cin comparison with mulima- 
iJonaK ol advanced countries. 

h.4 PRIVILEGES OF A PRIVATE 
COMPANY 

A private company iscnudcd LoccrtainpnviK’gcs 


which arc given below 

Ill Numbe' of members A private company 
can be I armed wilh only 2 members, whereas at 
least 1 members arc required to form a public 
company. This makes its formation easier. 

(U)N umber of directors A pnvate company 
need to have only 2 Directors while a public com¬ 
pany must have Directors. 

(Ill; Index of membirs A private company 
need not keep an indcs ol its member.^ which ,s 
ab.suUitelv necessary f-.ir a public i-ompany. 

(uBIjOans to i\rei tors. A private cnmp.inv js 
not reqiiirerl to take permission Irom the govern¬ 
ment while giving loans to Directors, as o. re 
quircd in case of a public company 

Ivj Legal formaline f A private company i® 
exempt from certain legal formalities like tssueof 
prospectus, getting certificate of commencement 
of business, minimum subscription, quorum, etc 
which arc necessary in case of a public company. 
Details of these formalities are given later. 
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■*T 

Factors 

Private Company 

Public Company | 

1 Number of monbers 

Minimum 2 

Maxir.ium 50 

(excluding past and present employees) 

1 

Minimum 7 \ 

Maximum depends upon | 

ihc number of shares issued " 

_J 

2 

Invilaiion for pubUo 
subsenpLion 

No public offer of shares or 
debentures 

1 

Invilaiion to public ; 

allowed j 

3 

I ransfer of shares 

Transfer of shares resincicd 

Free transfer of i 

shares allowed i 

■ 

Number ol Dircciors 

Mimmum 2 

1 

Minimum 3 

i 


Index of members 

Not compulsoiy 

Absolutely necessaiy 

6 

Legal formalities 

Exempt from legal fonnaljUes 
regarding prospectus, ccnificaie of 
commencemeni of business, quorum, etc 

Not exempt from lep-’ 
formaliues 
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6.5 PUBLIC ENTERPRISES 

Ours IS a mixed economy where both the govern¬ 
ment and the pnvate sector have set up business 
enterprises Before independence the Indian 
economy was largely a private sector economy. 
The ‘pnvate sector’ refers to economic and social 
activities performed under individual or group 
ownership The ‘public sector’ on the other hand 
refers to economic and social activities under¬ 
taken by public authorities (Central and State 
Governments, Municipalities, etc). 

The objecbves of setting up business enter- 
pnses in the public sector may be briefly stated as 
follows: 

(i) to bring about rapid industrial develop¬ 
ment by setting up large industries which 
require huge capital investment and may 
not be profitable in the short-run, 

(ii) to develop those industries which facilitate 
the growth of other industries like, for 
example, transport, power generation; etc 

(ill) to correct regional imbalance in the growth 
of industnes; 

(iv) to check the growth of monopoly and 
monopolistic tendencies in the private 
sector; 

(v) to ensure adequate supply of essential 
goods at a fair pncc. 

Organisations set up in the public sector arc 
known as public enterprises. Such enterprises arc 
owned, managed and controlled by the govern¬ 
ment or local authontics They arc also known as 
‘public underLakings’ or 'public sector undertak¬ 
ings’ Examples of public enterprises are Indian 
Railways, Life Insurance Corporation of India, 
Indian Aalmes, State Trading Corporation. Hin¬ 
dustan Antibiotics Ltd. 

6.5.1 Features 

The mam features of a public enterprise are. 

(i) Slate ownership. A public enterprise is 
ned by the Central Government or aS tate Gov¬ 


ernment, or jointly by both. A major part of its 
capital is owned by tlie government. 

(it) State control The control over the man¬ 
agement of a public enterprise rests with the gov¬ 
ernment, which appoints the majority of directors 
and other top officials 

(ill) State financing. The primary source of 
financing a public enterprise is the government. 
The funds are made available either from the 
government treasury or budget of the concerned 
Ministry-department, or investment by the gov¬ 
ernment in the share capital of the enterprise 

(iv) Socio-economic objectives. Public en¬ 
terprises are essentially guided by theobjecuveof 
deriving social and economic benefits for the 
community as a whole like rapid industrialisa¬ 
tion, creation of employment, balanced regional 
development etc 

(v) Public accountability. The performance 
of a public enterprise is subject to scrutiny of the 
Parliament or State Legislature The Committee 
on Public Undertakings or Estimates Committee 
or Public Accounts Committee evaluates the 
working of the public enterprises. Their reports 
highlight the shortcomings of the public enter¬ 
prises and are presented for discussion in Parlia¬ 
ment or Stale assembly 

6 5.2 Rationale: Why Public Sector and 
Public Enterprise 

The mam consideration of the private enterprise 
to start commercial and industrial activities is to 
earn maximum profits. They arc normally not 
interested in setting up those industries which 
take along lime to complete, require heavy capital 
investment and where return on investment is 
low. The government had to step in to initiate 
those commercial and industrial ventures which 
required huge capital investment and were essen¬ 
tial to build up a strong indusriial base These 
enierpn.scs were necessary to accelerate the pace 
of industrial growth in the country. As a result 
basic and key industries such as, transport and 
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communication, power, fertilisers, iron and steel 
and cement were set up in the public sector The 
state entry into business was seen as an instrument 
for achieving the objective of economic develop¬ 
ment besides certain social objectives such as 
generating employment, controlling monopolies 
and providing essential commodities. 

The reasons for government paiticipation in 
business are discussed below: 

(i) Planned development The pace of devel¬ 
opment of certain sectors m tlie economy was 
slow and inadequate This resulted in a lopsided 
development of the economy Therefore ihe 
Government through its five year plans lay down 
certain guidelines for economic development. 
The public sector enterprises establish industrial 
and commercial undertakings in these spheres as 
per theprionty given in the plans. 

(ii) Infrastructural facilities Rapid industri¬ 
alisation is possible only with a sound and large 
industrial base in die country. This requires heavy 
investment in basic industries like power, fuel, 
transportation and machine tools Private enter¬ 
prises were unable and unwilling to enter these 
areas. Therelore, it was imperative for the gov¬ 
ernment to start such industrial undertakings. 

(iii) Balanced regional development The 
decision regarding setting up business enterprises 
in the private sector is made purely on economic 
considerations. As a result industries may tend to 
be concentrated in certain parts of the country 
This may create problems of regional imbalances 
The public enterprises are specially set up in in¬ 
dustrially backward regions to reduce regional 
dispariues Some of the Stale Governmenis have 
set up Backward Areas Corporauons to look into 
the industrial development ol their respective 
areas. 

(iv) Generation of employment. The govern¬ 
ment is responsible for providing employment 
opportuniues to its citizens The public sector 
helps in expanding employment opportunities by 
establishing public enterprises in different parts 


of the country 

fvj Model employers Labour welfare is the 
constitutional obligation of the state. Public en¬ 
terprises provide better facilities to theu- workers 
in the form of housing, medical aid and other 
welfare amenities. For example, Bharat Heavy 
Electricals Limited (BHEL) and Indian Drugs 
and Pharmaceuticals Limited (IDPL) have built 
up townships for the benefit of their employees. 
The government thereby set an example for the 
private sector to follow 

(vi) Social welfare Many of the public enter¬ 
prises are guided by the service motive They 
provide goods and services which may be essen¬ 
tial to the society at large at reasonable prices For 
example. Food Corporation of India and Fertiliz¬ 
ers Corporation of India supply food grains and 
fertiliser at reasonable prices. 

(vii) Equitable distribution of economic 
gams ' The government, by controlling large scale 
business enterprises, has ensured an equitable 
distribution of income By providing competition 
to the private sector, they regulate monopolies 
and reduce concentration of economic power in 
lew hands. 

(viii) Nationalisation: Certain private indus¬ 
trial units were running at a loss The owners of 
these units would like to close them down The 
closure of such units may render many people un¬ 
employed. The government therefore has to look 
into the interest of the workers and take necessary 
action to prevent the closure of these units Such 
units may be taken over by the government in the 
public interest For example. National Textile 
Corporation (NTC) was set up by the government 
to take over the sick texdle units 

Prior to nationalisation, banks and insurance 
companies were in the private sector. The owners 
of these institutions were utilising the funds 
which they obtained from the public for building 
up their own business empires. Therefore the 
government had to step in to take over these 
institudons to ensure proper utilizauon of funds. 
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6.6 FORMS OF ORGANISATION 

The forms of organising public enterprises arc the 
following' 

1 Departmental Undertaking; 

2. Public Corporation; 

3. Government Company- 

6.6.1 Departmental Undertaking 

This is the oldest and traditional form of organis¬ 
ing public enterprises Under ihi.s form, a Depart¬ 
mental Undertaking is organised, controlled and 
financed by the govemmeni It is run on the same 
linesasany other government department All the 
policy matters and other important decisions re 
lating to the undertaking are taken by the control¬ 
ling ministry Parliament lays down the general 
policy of such undertakings Enterprises such as 
Railways, Public Works Department (PWD), 
Post and Telegraphs, Ordnance factories, Delhi 
Milk Scheme are organised under this form of 
organisation 

Features 

The features of a departmental undertaking arc as 
follows: 

(i) No separate entity Such an enterprise 
does not possess a separate legal entity of its o'wn, 
It IS like any other government department. It 
cannot sue any other party without the consent of 
the government. 

Ill) Management and control' The enterprise 
IS managed by the government department under 
the direct control of the Ministry, The concerned 
minister incharge of the department is directly re¬ 
sponsible to the Parliament or Legislature for it's 
operation. The day to day management is gener¬ 
ally entrusted to civil servants (government offi¬ 
cials), 

(lii) Finances from the government funds. 
The departmental undertaking is financed from 
the treasury. Its revenues contribute to govern¬ 
ment funds. It does not have the power to borrow 


fund.s from any otlicr source exiept with the 
consent or approval ol the government 

(iv! Accounting control The enterprise is 
subject to budgetory, accounting and audit con- 
irols applicable to other government depart¬ 
ments 

Merits 

The merits of a departmental i orm of organisation 
are- 

(t)F(isy U'form There are no Icg.'i) lorrnah- 
tics required in its formalion. 1( < omes mlo exis¬ 
tence by an administrative order id the govern¬ 
ment It docs not require rcpislnition or anv .spe¬ 
cial legislation in bring il inlo cxisienec, 

(ii) Fasv financing ll is financed ihroiigh 
direct allocation ol lunds from Ihe minis.iry con¬ 
cerned 

(ill) Secrci V lUs suitable for ihu.se basmess 
activities where secrecy and sukl control is 
needed such as defence industry 

iiv)Ai.couniabi!ity:upcupli.- ihr: ughParlui 
menr Uisaccounuibloiothe Pail urn'milor all its 
acUoms-Such awtountabiliiv ensures proper utili¬ 
sation of funds If anything goes wrong with the 
functioning of an enterprise, the matter can be 
raised in Parliament 

Demerits 

The demerits of a departmental form of organisa¬ 
tion arc 

(li Lack of flexibility A departmentally 
managed enterprise is subject to ngid rules and 
regulations of the government, Such rules often 
conflici with sound commercial practices and 
creates problems in the smooth operation of the 
departmental undertaking It lacks flexibility so 
essential to a business organisation. For example, 
the practice in a particular industry may be to give 
45 days credi t to dealers, but the rules in a depart¬ 
mental undertaking may notallow creditformore 
than 15 days 
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(ii) Absence of professional management- 
The civil servants (officials) who run the day to 
day affairs of the enterprise possess neither busi¬ 
ness experience nor professional skill necessary 
for the management of a business. 

(ill)Delay in decisions: A departmental un¬ 
dertaking is run on bureaucratic lines which 
means a great deal of paper work and the necessity 
of putting every thing in wntin g. Th i s implies han¬ 
dling of files by several persons and hence unnec¬ 
essary delay in decision making. Every decision 
taken is put on record and the responsibility is 
fixed on the person concerned. Therefore offi¬ 
cials are hesitant to assume responsibility. As a 
result urgent decisions arc kept pending. 

(iv) Low efficiency - The departmental under¬ 
takings are subject to close scruUny, criticism and 
investigation by parliament This reduces the ini¬ 
tiative of the managers. They hesitate to use their 
discretion which may be required for efficient 
operations. 

(v) Lack of autonomy: These enterprises arc 
controlled by the ministry concerned. The man¬ 
agers have to refer all important matters to the 
minister This limits their freedom a f action. They 
are not allowed to take decisions on Ihctr own and 
so do not possess autonomy 

fvij Over emphasis of political con.sidera- 
lions: Political considerations assume more im¬ 
portance than business considerations in the run¬ 
ning of the undertaking For example, while ex¬ 
tending railway lines to new areas, often ihe effect 
of extending railways on the voting pattern of the 
area becomes more important. 

Despite drawbacks, the departmental form of 
running the public enterprise is suitable for such 
business activities which arc of vital importance 
for the country such as Defence, Telecommunica¬ 
tions and Atomic Energy. 

6.6,2 Public Corporation 

The public corporation as a form of organisauon 
is defined as an organisaL'on created by a Special 


Act passed by the Central or State Legislature. 
The Act creating a public corporation prescribes 
its aims, objects and its relationship to depart¬ 
ments and ministnes, 

A public corporauon is managed generally 
by a Board of Govemors/Directors appointed by 
the government 

Once it is set up, the corporation has a sepa¬ 
rate legal entiiy. Being an autonomous body they 
prepare their own budgets Its financial powers 
are laid down in its rules Although initial capital 
of these corporations is contributed by the gov¬ 
ernment, they are also permitted to raise loans 
from the public in the form of bonds 

These days many commercial and industrial 
acLvities of the government are conducted 
through public corporations. Some of the well 
known public corporations are Industrial Finance 
Corporation of India, Food Corporation of Indja, 
National Thermal Power CorporaUon, Oil and" 
Natural Gas Commission, Air India, Indian Air¬ 
lines, Life Insurance Corporation. 

Features 

The features of a Public Corporation are: 

( i) Created by a special act A public corpo¬ 
ration is created by a special act. It has a separate 
legal entity distinct from the government or gov¬ 
ernment departments. 

(ii) Management and control' Its broad poli¬ 
cies are determined by the parliament. The Board 
of Directors who manage the corporation are ap¬ 
pointed by the govemmenL It enjoys independ¬ 
ence m its day to day working. 

(in) Capital allocation by government: The 
initial capital is provided by the government. It is 
expected to meet its expenditure from its revenue 
earnings from the consumers of its goods and 
services 

(tv) Borrowing of funds'll can borrow funds 
from the government as well as from the public. 
It can also approach the government for addi¬ 
tional funds. 
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(v) Budgeting and audit'Ithas the powers to 
frame it’s own budget and make alterations 
thereof. It is not subject to any restrictions regard¬ 
ing the budget. 

(vi) Staff recruitment The employees are re¬ 
cruited by the corporations according to their own 
requuements. The terms and conditions are deter¬ 
mined by its Board They are not regarded as 
government servants 

(vii) Service motive The primary objective, 
apart from earning profit, is public service. 

Merits 

A public corporation has certain distinct merits' 

(i) Initiative. Management can take initiative 
and also be enterprising in its day to day manage¬ 
ment 

(ii) Internal autonomy Being an autono¬ 
mous organisation it is free from the rigid rules 
and regulations of the government It can, there¬ 
fore, follow commercial practices in carrying on 
Its business activities. As such it can lend a great 
deal of operiuing ilexibility to its working. 

(lit) Public accountability The functioning 
of a public corporation is subject to parliamentary 
enquiries. The management therefore is con¬ 
scious of keeping public interest in mind 

Demerits 

A public corporaUon has the following demerits' 

(i) Lack of autonomy in practice. Something 
which is accepted in law does not actually happen 
in practice A1 though it is set up as an autonomous 
organisation, it is regarded as an extension of the 
mmistry. Most of the decisions are taken by the 
top officials in consultation with the Ministry. At 
times decisions are made on poliucal considera¬ 
tions. 

(ii) Unresponsive towards consumer inter¬ 
ests ' Generally public corporations are set up as a 
monopoly and do not have to face competition 
from private enterprises Therefore management 


becomes slack about efficiency m operations and 
tends to neglect consumer needs. 

(iii) Problems of large sue These corpora¬ 
tions involve heavy capital expenditure. As the 
size of such corporations is also large many prob¬ 
lems occur which can not be resolved easily For 
example, workers disputes on small issues may 
disrupt the normal working of the organisation. 
Such situations are normally averted in small 
organisauons 

(iv) Difficulty in changing the Act A public 
corporation is created by a special Act passed by 
the Central or State Legislature. Therefore any 
changes in the Act have to be approved by then 
respective Legislatures. This involves a lot of 
procedural formalities and hence delays. 

Having examined the merits and limitations 
of Public Corporation it may be concluded that 
this form of organisation for public enterpnses is 
suitable lor setting up those undertakings' 

— which requu-e a huge amount of initial 
capital, 

— where public interest mustbe kept in view 
by the management; 

— where the enterprise has to be run on busi¬ 
ness lines 

6.6.3 Government Company 

The government company is defined as an enter¬ 
prise set up under the Companies Act in which the 
government owns at least 51% of the share capi¬ 
tal It is a con venicnt method of setting up a public 
enterpnse. Such a company is established by an 
administrative decision of the government. It 
does not requu'e a special act to be passed by the 
parliament as is required in the case of public 
corporations 

It possesses the necessary freedom in raising 
capital from the public. Further, the management 
of a company is free from direct government 
control However it is subject to control by the 
government through review by Parliamentary 
committees The majority of Public Enterpnses 
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are set up as government companies. Some of the 
examples are, Hindustan Machine Tools (HMT). 
State Trading Corporation (STC), Maruti Udyog 
Ltd., SAIL, Coal India Limited. 

Features 

The features of a government company arc. 

(i) Creation It comes into existence by the 
executive decision and action of the government. 
There is no need for a special act of legislature for 
Its creation. 

(ii) Registered body. It is an organisation reg¬ 
istered under the Companies Act. It has many 
common features of a registered company in the 
private sector 

(inj Ownership. The government company 
may be wholly or partly owned by the central or 
state government. In case it is partly owned then 
at least 51% of the share capital must be held 
either by the Central or State government or by 
both. 

(iv) Regulated by the companies act ■ It is 
governed by the provisions of the Companies Act, 
1956, Its objectives, functions, powers, scope of 
activities and area of operations are defined in the 
documents prepared under the Companies Act. 
However the government by notification can 
direct that any of the provisions of the Companies 
Act shall not apply to a government company. For 
example, a government company may not use the 
words ‘private’ or ‘limited’ as part of its name 
which IS compulsory in private sector companies, 

(v) Appointment of directors: All ormajonty 
of directors are appointed by the government de¬ 
pending upon the share owned by the government 
in a particular enterprise. 

(vi) Raising of capital Ths government sub¬ 
scribes to the whole or part of the share capital of 
the company. It can raise additional capital 
through subscriptions from the government or 
public. 

(vii) Staff recruitment. The company can 
recruit personnel as per its requirements. The 


terms and conditions are determined by the Board 
of Durectors. hs employees do not form part of 
civil service. 

(viii) Operational autonomy The manage¬ 
ment of a company is conducted independently. 
They can frame their own rules and regulations 
for internal management like any other company 
in the private sector Tliey can prepare their own 
budget and can appoint auditors for the annual 
audit of accounts 

Merits 

The merits of government company are: 

(i) Easy to form. It can be formed like a joint 
stock company in the private sector Its formation 
requires compliance of certain legal formalities, 
as laid down in the Companies Act It does not 
require any special Act to bring it into existence 

(ii) Flexibility of raising capital: Govern¬ 
ment companies can also raise capital from the 
public to the extent It is not subscribed by the gov¬ 
ernment. 

It can associate private enterprises (nabonal 
or foreign) to participate in us share capital 
Sometimes the government may not be in a posi- 
bon to meet its total capital requirements. In such 
circumstances, private and foreign enterprises 
may be invited to subscribe to its share capital 

('ill) Operational flexibility. It possesses the 
necessary freedom of making rules and regula¬ 
tions relatin g to the management of the en terpnse 
It is free from complicated procedures. It is suit¬ 
able for being run on business principles which 
promote action and initiative, Since they have to 
compete with private sector companies, a certain 
level of efficiency is maintained 

(iv) Facilitates acquisition of sick units: 
Someumes the government may like to acquue 
shares in an existing private enterprise of nabonal 
importance Its activities, finances and manage¬ 
ment may have to be regulated The take-over of 
such a sick enterprise is easy in a company form 
of organisation. 
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(v) Easy to amend documents A government 
company can alter or amend its legal documents 
without the approval of parliament It is to follow 
the procedure laid down in the Companies Act. 

Demerits 

The dements of a Government Company are: 

(i) Lack of accountability A government 
company is not under close scrutiny of the parlia¬ 
ment. Thetefore it is possible that they may not 
fulfill certain public expectations 

(ii) Absence of real autonomy Board of 
Directors is dominated by official representatives 
of the various ministries The concerned depart¬ 
ment of the government is always consulted by 
the Board of Directors on every important policy 
matter. 

(Hi) Lack of professional skill and experi¬ 
ence. The top management of a government 
company is deputed from government depart¬ 
ments. They do not possess the necessary ski 11 and 


professional experience for managing a commer¬ 
cial enterprise. As such industrial culture is re¬ 
placed by the civil service culture. Gradually 
attempts have been made by government to re¬ 
duce this limitation 

(iv) Lack of continuity in policies and man¬ 
agement. The top management and chairmen of 
these companies keep on changing, Rules, poh- 
cics and procedures are subject to change by these 
top officials Hence there is no uniformity in 
practices followed by the company from time to 
time. 

Despite the dements discussed above, gov¬ 
ernment companies are considered a popular 
form of public enterpnsc They are suitable when. 

— the enterprise has to be run on business 
lines; 

— the enterpnse has to compete with other 
companies in the pnvate sector, 

— subscriptions from private and foreign en¬ 
terprises have to be invited. 


COMPARISON AMONG VARIOUS FORMS OP PUBUC ENTERPRISES 


Basis 

Departmental Undertaking 

Public Corporation 

Government Company 

1 Formation 

Created by an executive 
order of the government 

Created by a special Act 
of the Central or Slate 
Legislature 

Created by the Indian 
Cofnpamea Act, 1956 

2 Legal scalus 

No sqjarate entity A pan of 
ihe government department/ 
ministry 

Separate legal entity 

Separate legal entity 

3 Capiial 

Whole capital is allocated 
from Ihe budget of the 
concerned minisuy 

Initial capital is 
provided by Ihe 
govemmenl 

At least 51% of share 
capital is provided by the 
government and 49% can be 
raised from other sources 

4 Borrowing 
powers 

Can borrow from public wilh 
Ihe prior approval of the 
government 

Can borrow funds from 
ihe government as weU 
as from public ui ihe 
form of bonds/pubhe deposits 

Can borrow funds from the 
govemmenl and pubhc m 
the form of bonds/pubbo 
deposits 

5 Control/ 
Management 

Government officials of ihe 
concerned ministry 

Directors nominated by 
the government 

Majority of Directors 
appointed by the government 
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Basis 

Departm£nial lJnd£riakin^ 

Public Corpifraiion 

Gavernmenl Company 

6 Slaff paltem 

CivU servants—All 
govcmmenl employees 

Bmployi^s are rccmited 
by the corporaiion 

Employees are recnuled 
by ihe company 

7 FleiubiliLy 

No flcxibilily in Us working 
Subject 10 ngid rules and 
regulations of ihe govcmmenl 

Great deal of operating 
flexibility in ils uiLemal 
working 

Enjoys flexibility li can 
frame its own rules and 
regulations 

8. Degree of 
BuLonoiny 

No autonomy as it is part of 
the government department 

Autonomy to a very large 
extent m its* day to day working 

SubslanUal aulonomy 


Forms of Organisations In the Private and Public Sectors. 


Sole Partnership 
Propnelorship 


Private Sector 



Public Seclof 



Joinl Hindu Co operalive 

Company 

1 
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I 

Governmenl 
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UnderlaKing Corporallon 

Com) 
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PosI & Telegraphs of India 

1 

1 


1 

Public Company 

Pnvate Company 

1 

Public 

1 

Private 




Compariy 

Company 

Delhi Cloth Mills Lid 

ABC (Pvt) Ltd 







Marull Udyog Lid 

HMT 




Stale Bank of India 

SAIL 





BHEL 





STC 


Fig. 6.1 


SUMMARY 

The company form of business organisation is very popular in the world today Companies may be 
classified as pnvate, public and government companies 
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1. Private Company 

A pnvate company is one which restricts its membership to a maximum of 50; is prohibited from 
inviting the public to subscnbe to its capital, and restricts transferability of its shares The private 
company enables a small group of persons to control the management of the company without the 
risk of displacement by a large shareholdmg group 

2. Public Company 

A public company is one which does nothavc any of the restrictions that apply to a priv ate company 
It IS an ideal form of organisation for starting business on a large scale 

3. Government Company 

A government company is one which is started by government and of which majority of capital is 
subsenbed by the Central and/or state govemment(s) 

4. Multinational Company 

A multinational company is an organisation which operates in more than one country, carries ouipro- 
duction, marketmg and research activities m those countries, and attempts tomaximiseprofits world- 
over. 

5. Privileges of a Private Company 

A private company enjoys several privileges as compared with a public company, It can be formed 
with only two members, need to have only 2 directors, and is not required to maintain an index of 
members Further,itisnotrcquired to get the approval of govemmentforgrantingloans to Directors 
It is also exempt from certam legal formalities 

6. Public Enterprises 

‘Public Sector’ refers to the economic and social activities undertaken by public authorities (central 
and State governments, municipalities, etc ). 'Pnvate Sector' on the otlier hand, refers to economic 
and social activities performed under individual or group ownership. Organisations set up m the 
public sector are known as ‘public enterpnses’. These are also known as ‘public undertakings' or 
‘public sector undertakings'. 

The objectives of setUng up public enterprises are (i) to bring about rapid economic develop¬ 
ment by promoting large-scale industries, (u) to develop mdustnes which facilitate growth, (lu) to 
bring about balanced regional growth, (iv) to prevent monopoly and monoplistic tendencies; and 
(v) to ensure adequate supply of essential goods 

The mainfeaturcs of public enterprises are Stale ownership, control and financmg, emphasis 
on socio-economic objectives, and public accountability. 

The reasons for government participation in business are ■ Economic development according 
to planned priorities, develop infrastructural facilities; to secure balanced regional development; 
generate employment oportunities; provide model employment conditions; social welfare, equitable 
distribution of economic gams; and facilitate nationalisation. 

Public enterprises may be organised as (i) Departmental imdertaking; (li) Public corporation 
and (ui) Government company 

7. Departmental Undertaking 

A departmental undertaking is organised, controlled and financed by the government or a local 
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authoniy> Its special features are, It has no separate legal entity It is managed as a government 
department under the direct control of tlie ministry It is financed from the government treasury and 
Its revenues contribute to government funds 

A departmental undertaking is suitable for those activities where secrecy and strict government 
control are essential It is accountable to the public through legislature. 

8. Public Corporation 

The public corporation is an autonomous organisation which is established by a special Act of the 
Central or Stale Legislature Once set up, the corporation has a separate entity The Act prescribes 
its aims, objects and relationship to govommenl departments and ministries. Its broad policies are 
determmed by the legislature or parliament Initial capital is allocated by government, while funds 
can be borrowed from the govermnent or other sources It prepares its own budget and recruits 
employees on terms and conditions determmed by the Board of Directors. Members of the Board of 
Directors arc appointed by the Government. 

Public Corporation is most suitable for setting up undertakmgs which require heavy capital 
investment, where public interest must be kept m view, and where the enterprise has to be run on 
busmess lines 

9. Government Company 

A Government Company may be defmed as an enterprise set up under the Companies Act, and in 
which the government owns at least 51% of the share capital. Such a company is established by an 
admmistrativcdccisionof the government Itpossesses the necessary freedom ofraising capital from 
the public as well Its objectives, powers, scope of activities and area of operations are defined in the 
documents prepared for registration under theCompanies Act However, it is also subject to control 
by the government through review by parliamentary committees. 

Government companies arc considered to be a suitable form of public enterprise when (i) the 
enterprise has to be run on business lines; (ii) it has to compete with other companies in the private 
sector, and (iii) subscription of capital from the private sector and foreign enterprises has to be 
invited 


QUESTIONS 


I OBJECTIVE TYPE QUESTIONS 

Which of the following statements are nght and which are wrong7 
1 In a public company, the maximum number of members depends upon the number of 
shares issued, 

2. A private company can manage its affairs with a mimmum of 3 directors. 

3 Indian Oil Corporation is a public corporation 

4, A company which buys from other compames m two or more foreign countnes is known 
as a multinational company 

5 Public enterprises are established only for promoting social welfare 

6 Public enterprises are accountable to the people through the minister 
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Match the expressions in columiu A and B, 

Column A Column B 


(i) 

Depaitmentally managed public enteipnse (a) 

Majonty ownership of government 

(li) 

pubbe Corporation 

(b) 

Issue of Prospectus 

(hi) 

Government Company 

(c) 

Minimum of 2 Directors 

(iv) 

Public Company 

(d) 

Enterprises under mdividual or 
group ownerslup 

(V) 

Private Company 

(e) 

Lack of Flexibility of operation 

(Vi) 

Private Sector 

(0 

Special Act of Legislature 


n SHORT ANSWER TYPE QUESTIONS 

1 Enumerate the types of company form of organisation. 

2, Define—Multmational company 

3 What do you mean by ‘Private Sector' and Public Sector? 

4 Under what circumstances is the departmental form of organising a public enterprise most 
suitable'^ 

5 What is a ‘Public Corporation’? 

6 Name at least two public corporations in India 

7. When is government company most suitable for orgamsmg a public enterprise"? 

HI ESSAY TYPE QUESTIONS 

1. Distinguish between pnvate company and public company 

2. What are the objectives of busmess enterprises m the public sector'? Give reasons to justify 
government participation m commercial and industrail activities 

3 What are the features of public corporation as a form of organisation of public enterprises? 
What are its ments and drawbacks'? 

4, In what ways is the company form of orgamsmg a public undertaking superior to the 
departmental form? Name at least two government companies m India, 

5. Outline the special features of departmental undertakmgs in the public sector, their merits 
and dements 

6 Attempt a comparative view of the diree forms of organismg public enteipnses 



Chapter 7 


Formation of A Company 


LEARNING OBJECTIVES 

After reading this chapter, you should be able to: 

1. identify stages in the formation of a company; 

2. explain the meaning and functions of promoters; 

3. enumerate the documents required for the incorporation of a company; 

4. distinguish between Memorandum of Association and Articles of Association; 

5. describe the nature and importance of prospectus. 
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7.1 INTRODUCTION 

In the earlier chapters, we have discussed the 
meaning and nature of a company and the salient 
features of two basic types of companies, namely, 
private company and public company We shall 
now study the concept of ‘promoUon’ and the 
stages and documents involved in the formation 
of a company. 

A company comes into existence after a 
series of steps havebcen taken These steps can be 
broadly grouped under the following three impor¬ 
tant stages 

(1) Promotion, 

(2) Incorporation or Registration, and 

(3) Floatation. 

A public company has to pass through all the 
three stages before commencing business But a 
private company is formed and can commence 
business immediately after the first two stages arc 
completed Each of these stages is discussed 
below. 

7.2 PROMOTION 

Promotion is concerned with bringing a business 
into existence It involves identification of some 
business opportunity or idea and taking steps to 
implement it through the incorporation and 
floatation of a company. The persons who iden¬ 
tify a business idea and undertake to start a com¬ 
pany to give a practical shape to the idea are 
known as promoters. The process of promotion 
begins when the promoters feel that a business 
activity can be profitably undertaken by a com¬ 
pany It involves a study of the practicability of 
the proposed business, taking up the formation of 
a company to undertake it and taking necessary 
steps to get It going. 

Who is a Promoter'^ 

A promoter is one who identifies a hii.sinft.s.s 
op portunl^fanilvses its pro spects and initiaites 
steps l.QjfoniL-a-ca mpanv with releie ^ to the 
business opponunity. A promoter is always on the" 


look out for business opportunities, such as the 
possibility of (a) selling a product by new meth¬ 
ods, (b) manufacturing a product by new 
methods,(c) introducingaproductwithnew uses, 
(d) introducing a new type of package, or (c) 
selling a product in a new market An opportunity 
which IS likely to be more profitable will be 
picked up by the promoter, 

A promoter may be an individual, a firm, a 
company, an institution, or even a government 
department Jamscdji N Tata, Ghanshyam Dass 
Birla, Gagalbhai Mafatlal and Gujar Mai Modi 
are some of the well known individual promoters. 
The Government of India has promoted several 
enterpnses such as BHEL, STC, FCI, etc 

Role of Promoters 

A company comes into existence as aresult of the 
efforts of the promoters After identifying a busi¬ 
ness opportunity, the promoters undertake the 
formation of a company They also arrange for 
making various resources available to get the 
company going. The role of promoters may be 
discussed under the following sub-heads 

(i) Identification of business opportunity 
The promoters identify an opportunity which 
could be taken up by a business concern. They 
undertake a preliminary study of the market to 
ascertain if tlie new product or service will sell. 

(u) Detailed investigation. Having identified 
abusiness opportunity, thepromoters undertake a 
detailed examination to satisfy themselves re¬ 
garding the profitability of the proposition 
Among other things, they have to consider the 
volume of the product which could be sold, nature 
of competition in the market, availability of fac¬ 
tors of production, probable cost of production 
and the amount of profit expected. 

(ill) Ensuring availability of resources The 
promoters arrange for the procurement of human 
resources, materials, machinery and equipment, 
etc for the company These resources may not be 
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[he company, but contracts to ensure then 
availability may be entered into The promoters 
have also to arrange funds to meet the preliminary 
or initial expenses of bringing the company into 
existence 

(iv) Canvassing. Thepromotersncedsignato- 
nes to the Memorandum of Associauon For this 
purpose, they approach a few influenUal people 
and persuade them to be associated with the 
formation of the company. At least seven signato¬ 
ries to Memorandum arc required in case of a 
public company and two in case of a pnvatc 
company 

fvj Making contracts. The promoters negoti¬ 
ate terms and conditions forengaging brokers and 
arrange with bankers, solicitors and auditors to 
successfully launch the company. 

7.3 INCORPORATION OR 

REGISTRATION OF A COMPANY 

A company comes into existence only when it is 
registered with the Registrar of Companies For 
this purpose, the promoters have to take the fol¬ 
lowing preparatory steps: 

(i) To ensure the availability of the name by 
which the proposed company is to be regis¬ 
tered. For this purpose, the promoters have 
to fill in a ‘Name Availability Form’ and 
deposit It with the Registrar of Companies 
alongwith the necessary fees. Generally, 
three names are proposed in this form If all 
the names are rejected by theRegistrar, new 
names have to be proposed. 

(li) To get Memorandum of Association and 
Articles of Association prepared with the 
help of legal experts and submit to the 
Registrar of Companies for approval. 

(m) To get signatures on the Memorandum of 
Association and Articles of Association of 
those who have agreed to form a company. 
Such persons are also known as ‘signato¬ 
ries to Memorandum of Association’. 


(iv) To get Memorandum of Association and 
Articles of Association printed. These 
documents must be properly stamped be¬ 
fore they are filed with the Registrar of 
Companies. 

Filing of Documents 

After going through the above steps, the promot¬ 
ers make an application for the incorporation of 
the company. The application must be submitted 
to the Registrar of Companies in the state in which 
the registered office of the company is to be 
situated and accompanied by the following docu¬ 
ments. 

(i) Memorandum of Association; 

(ii) Articles of Associabon; 

(ill) Written consent of the persons who have 
agreed to become directors of the com¬ 
pany; 

(iv) Notice of address of the registered office 
of the company It may, however, be filed 
within 30 days of incorporation; 

(v) A statutory declaration stating that all the 
legal requirements of the Companies Act 
with regard to incorporation have been 
complied with. This declaration may be 
made by the Company Secretary, Manag¬ 
ing Dnector, a Chartered Accountant, 
Advocate of High Court or any other per¬ 
son associated with the formation of the 
company. 

Before filing the above documents, neces¬ 
sary filing fees and registration fees at the pre¬ 
scribed rates are also to be deposited. 

Certificate of incorporation 

The Registrar will scrutinize the above docu¬ 
ments. If he is satisfied, he will enter the name of 
the company in the ‘Register of Companies’ and 
will issue a ‘CerUficate of Incorporauon’. The 
moment this certificate is issued, the company 
acquires a separate legal status 

The Certificate of Incorporation bears the 
serial number, date of incorporation and the 
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Signature and seal of the Registrar of Companies 
iLis aconclusive proof thatall legal formalities re¬ 
quired for incorporation of a company have been 
duly lulfilled 

A pnvate company or a public company not 
having share capital can commence business 
immediately after its incorporation. But a public 
company having share capital has to pass 
through another stage, namely, floatation stage, 
before actually starting its business operations 

7.4 FLOATATION 

Floala lion of a company means to get it going. For 
this purpose, a public company has to pass 
through two sub-stages, namely, (a) raising of 
capital, and (b) getting Certificate of Commence¬ 
ment of Business. These are discussed below 

Raising of Capital 

Also known as ‘capital subscription stage’, this 
stage leads to raising of necessary capital for 
meeting the financial requirements of the com¬ 
pany In order to raise capital, the Directors of the 
company have to take the following steps; 

(i) Consent of coniroller of capital issues In 
order to raise share capital, the permission 
of the Controller of Capital Issues is to be 
oblamed as per prevailing Government 
rules 

(ii) Filing o/prospec/w A prospectus vs a no¬ 
tice, circular, advertisement or any other 
document issued by a company to raise 
funds from the public. It must be properly 
drafted and pnnted and then filed with the 
Registrar of Companies before it is circu¬ 
lated among Ihe public. Apublic company 
not issuing a prospectus has to file a 'Staie- 
mentin lieu of Prospectus’ with the Regis¬ 
trar of Companies. 

(iii) Allotment of shares. Applications for 
shares arc received from the public 


through the company’s bankers named m 
the prospectus The applications are proc¬ 
essed and then shares are allotted to the 
successful applicants. 

Minimum subscription must have been 
raised before allotment of shares is done Mini¬ 
mum subscription refers to the minimum amount 
of capital which must be raised by the issue of 
shares lo do the business (e g. acquisition of fixed 
assets, working capital and payment of under- 
writingcommission, brokerage, etc) The amount 
of minimum subsenpUon must be specified in the 
prospectus 

Commencement of business 
A public company cannot s tart its business opera¬ 
tions unless It has obtained the Certificate of 
Commencement of Business from the Registrar 
of Companies For getbng this certificate, the 
company will have to file the following docu¬ 
ments with the Registrar’ 

(i) A declaration lo the effect that minimum 
subscripuon as mentioned in the prospec¬ 
tus has been obtained; 

(li) A declaration that the directors have paid, 
on shares held by them, an amount equal to 
what has been called up from other share¬ 
holders; 

(in) A declaration by the secretary or one of the 
directors that the requirements in respect 
of commencement of business have been 
complied with. 

The Registrar will scrutinise these docu¬ 
ments If he is satisfied, he shall issue a certificate 
certifying therein that the company is entitled to 
commence business. It is known as Certificate of 
Commencement of Business It bears the serial 
number and date of issue of the certificate. It also 
contains the signature and seal of the Regis trar, It 
is after getting this certificate that the process of 
formation of a public company is complete and 
the company can start its business. 
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7.5 IMPORTANT DOCUMENTS IN 
COMPANY FORMATION 

We have already learnt that a number of docu¬ 
ments have to be filed with the Registrar of 
Companies for the incorporation and floatation of 
a pubhc company Three such documents are. 

(i) Memorandum of Association; 

(ii) Articles of Association, 

(iii) Prospectus. (In case a public company 
does not want to raise capital from the 
general public, it will have to file a State- 
merit in lieu of Prospectus with the Regis¬ 
trar of Companies.) 

The nature and significance of these docu¬ 
ments is discussed below: 

7.5.1 Memorandum of Association 

The Memorandum of Association is the principal 
document of the company. It is it's constitution or 
charter and sets out the limits within which the 
company must always function. The purpose of 
the Memorandum is to enable the shareholders 
and outsiders who deal with the company to know 
the range of activities of the company It is a 
public document and the parties dealing with a 
company may ask for its copies on payment of a 
nominal charge 

The Memorandum of Association must be 
divided into paragraphs which are numbered 
consecutively and printed. It must be signed by 
the persons who have agreed to form a company 
in the presence of at least one attesting wimess. 

Contents of Memorandum of Association. The 
Memorandum of Association contains the fol¬ 
lowing clauses' 

1. Name clause: Under this clause, the name of 
the company is slated. Any suitable name may be 
chosen subject to the following restrictions; 

(i) The name of a company must end with the 
word 'Limited' if it is a public company and 
with the words 'Private Limited' if it is a 


private company. Use of these words is not 
requued in case of companies set up for the 
promotion of art, science, culture, etc; 

(ii) The proposed name should not convey that 
It has any patronage of the Government; 
(ill) The proposed name should not be identical 
or similar to the name of any existing 
company; 

(iv) The proposed name should not be objec¬ 
tionable in any other manner It must not 
hurt the feelings of any secdon of the soci¬ 
ety. 

2. Registered ofTice clause: This clause contains 
the name of the State in which the Registered 
Office of the company is to be situated. This is 
required in order to fix the domicile or the place 
of registration of the company Alongwith the 
name of the State, the address of the Registered 
Office may also be mendoned in the Memoran¬ 
dum. If it is not so mendoned, it may be nodfied 
to the Registrar of Companies within 30 days of 
the incorporadon of the company. 

3. Objects clause: This may be regarded as the 
core of the Memorandum as it sets out the objects 
with which a company is registered. 

The objects mentioned in the Memorandum 
lay down the maximum permitted range of activi- 
des in which the company may engage and be¬ 
yond which it cannot go. The objects clause must 
specify the objects of the company in the follow¬ 
ing order. 

(i) the main objects of the company to be 
pursued by the company on its incorpora¬ 
don and the objects incidental or ancillary 
to the attainment of the main objects, and 

(ii) other objects of the company not included 
in the above clause. 

4. Liability clause; This clause states that the 
liability of members is limited to the amount 
which they have agreed to contribute. This tells 
the outsiders as to how far they can hold the 
members liable for the debts of the company 
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5. Capital clause: Every company having share 
capital must state the amount of its share capital 
with which the company is proposed to be regis¬ 
tered It is also required to state the division of 
share capital into shares of fixed denominauon 

6. Association or subscription clause: It con¬ 
tains a declaration by the signatones or subscrib¬ 
ers to the Memorandum that they are desirous of 
forming themselves into a company. Each sub¬ 
scriber signs the Memorandum in the presence of 
a witness. There must be at least seven signatories 
to the Memorandum in case of a public company 
and at least two m case of a private company 

7.5.2 Articles of Association 

The Articles of Association of a company contain 
the rules relating to the administration of its 
internal affairs. They define the duties, rights and 
powers of the management (or Board of Direc¬ 
tors). They lay down the mode and form in which 
the business of the company is to be earned on and 
the manner in which the changes in the internal 
rules of the company may be made from time to 
time. 

The Articles of Association of a company 
must be divided into paragraphs, numbered 
consecutively and printed It must be signed by 
the signatones to the Memorandum in the pres¬ 
ence of at least one attesting witness. 


Generally, the companies prepare their own 
Articles of Association. However, a public com¬ 
pany limited by shares may adopt the model set of 
Articles given in Table A of the Companies Act, 
Other types of companies must prepare and file 
their own Articles of Association alongwith 
Memorandum at the time of incorporation 
Contents of Articles of Association The 
Articles of Association of a company contain 
rules, regulations and by-laws for the manage¬ 
ment of the internal affairs of the company Some 
of Ihe more important matters are listed below: 
(i) The amount of share capital and different 
classes of shares; 

(li) Rights of each class of shareholders; 

(ill) Procedure for making allotment of shares; 

(iv) Procedure for issuing share certificates; 

(v) Procedure for transfer of shares; 

(vi) Procedure for the conduct of meetings; 

(vii) Appointment, removal and remuneration 
of directors and their powers and duties; 

(viii) Procedure regarding alteration of share 
capital; 

(ix) Matters relating to distribution of divi¬ 
dend; 

(x) Matters relating to keeping of statutory 
books such as Register of Members; 

(xi) Procedure regarding the winding up of the 
company 


DIFFERENCE BETWEEN MEMORANDUM AND ARTICLES OF ASSOOATION 



Basis 

Memorandum 

Articles 

1 

Purpose 

The basic purpose of Lhe 

Memorandum of Association is lo lay 
down the charter or the constimuon of 
the company 

TTie basic purpose of Articles of 

Association is to provide rules 
and regulations for the mtcmal 
management of the company 

2. 

Comcnls 

It defmes objects of the company and 
the scope of its aciiviiies 

It lays down procedures to achieve 
objects slated in the Memorandum 

3 

Supremacy 

It is the fundamental document of lhe 
company 

Ills a supplementary document 
and IS subordiiiale to the Memorandum 

1 

RelaUbnship 

It governs external relations between 
the company and outsiders 

It governs primarily internal rclauons, i c , 
relations between company and its 
directors 

1 

Filing 

It must be filed with the Registrar of 
Companies 

Filing of Articles is not compulsory 
when a company adopts the model articles 
given m Table-A 
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7.5 J Prospectus 

Aprospectus may be defined as any notice, circu¬ 
lar, advertisement or any other document inviting 
offers from the public for the purchase of its 
shares or debentures or for making deposits with 
it Thus, a prospectus is issued by a company to 
the public to raise funds. It explains the prospects 
of the company to the general public Its purpose 
is to arouse the intercstof the investors in thecom- 
pany It serves as an invitation to the public to 
make deposits with the company or invest in the 
shares and debentures issued by it. Prospectus is 
an important document because of the following 
reasons' 

(i) It serves as an invitation by the company to 
thepublic to invest in shares and debentures 
issued by it. 

(ii) It acts as a medium of advertisement. It 
helps the company to inform the public 
about Its present operations and future 
prospects. 

(iii) It serves as a record of the terms and condi¬ 
tions of the issue of shares and debentures. 

(iv) It protects the interests of the investors. If 
there is any misstatement in the prospectus, 
the promoters and directors, who authorise 
the issue of the prospectus, will attract both 
civil and cnminal liability under the Com¬ 
panies Act. 

Contents of a prospectus. Prospectus is the docu¬ 
ment through which the prospective investors can 
judge the soundness and prospects of the com¬ 
pany In view of this, the Companies Act requires 
the fullest disclosure of all material and essential 
particulars, which can affect the decision of the 
investor to invest in the company The Act pro¬ 
vides that a prospectus issued by or on behalf of 
the company must state the matters, and sec out 
the reports specified in Schedule II given at the 
end of the Companies Act. 

Some of the important matters to be included 
in the prospectus are as follows. 


(0 Company’s name and address of its regis¬ 
tered office 

(u) Main objects of the company. 

(ill) The number and classes of shares 

(iv) Names, addresses and occupations of the 
signatories to the Memorandum 

(v) Names, addresses and occupations of di¬ 
rectors and managing director 

(vi) Names and addresses of company promot¬ 
ers and their track record. 

(vii) Particulars of every material contract. 

(viii) Names, addresses and other particulars of 

brokers, underwriters and bankers to the 
issue 

(ix) Number and classes of shares of debentures 
offered to the public. 

(x) Minimum subscription that must be raised 
before allotment of shares or debentures 
could be made 

(xi) Time of opening and closing of subscrip¬ 
tion list. 

(xii) The amount payable on application and 
allotment of each share or debenture 

(xiii) Rights, privileges and restrictions atlached 
to different classes of shares. 

(xiv) The ume and place at which copies of 
balance sheets and profit and loss accounts 
of previous years may be inspected. 

Statement in lieu of Prospectus 
A public company having share capital may 
decide not to approach the public for securing 
necessary capital ifit is confident of obtaining the 
requued capital privately. In such a case, it will 
have to file a ‘‘Statement in lieu of Prospectus” 
with the Registrar A Statement in lieu of Pro¬ 
spectus is drafted in accordance with the particu¬ 
lars set out in Schedule III of ihe Act This 
document contains information very much simi¬ 
lar to a prospectus. It must be duly signed by all 
the directors and a copy thereof must be filed with 
the Registrar at least three days before the 
allotment of shares. 
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A pnvate company cannot issue shares or 
debentures to the general public. So it is not 


required to issue a prospectus or a statement m 
lieu of prospectus 


SUMMARY 


Stages In Formation of a Company 

There are three stages m the formation of a public company, namely (1) Promotion; (2) Incorpo¬ 
ration, and (3) Floatation However, a private company need not go through the last stage as it can 
commence its operations soon after getting the Certificate of IncorporaUon. 

1. Promotion 

It involves identification of a busmess idea, studying its profitability and undertakmg to implement 
the idea through the formation of a company The persons who assume this responsibility are known 
as promoters 

2. Incorporation 

A company comes into existence only when it is registered with the Registrar of Companies. The 
documents required for registration are as under. 

(i) Memorandum of AssociaUon, 

(li) Articles of Association; 

(lii) Written Consent of Directors; 

(iv) Notice of Address of Registered Office, 

(v) Statutory Declaration 

A certificate of Incorporation will be issued if the Registrar is satisfied that all the legal 
requirements for incorporation have been fulfilled This will give the company a legal status mde- 
pendent of its members. A private company can start business after getting this Certificate, But a 
public company has to pass through another stage known as 'Floatation' stage 

3. Floatation 

The term 'floatation' means getting a business going It involves (a) raising of capital, and (b) 
obtainmg Certificate of Commencement of Busmess. 

(a) Raismg of Capital. In order to raise capital, a public company follows the following procedure. 

(t) Obtams consent of Controller of Capital Issues as per prevaihng government rules 

(u) Filing of prospectus of Statement in lieu of Prospectus with the Registrar of Compames. 
(lii) Receivmg applications for shares from the public and undertaking allotment of shares 

4. Commencement of Business 

CeruRcate of Commencement of Busmess must be obtained from the Registrar before actually 
starting operabons The formalities to be observed for obtaining this certificate are as follows; 

(i) Declaration that mmimum subscripbon has been raised 

(ii) Declaration that the directors have piaid the amount called on the shares held by them. 

(ill) Declaration that all requirements in connection with commencement of busmess have been 

fulfilled 

5. Important Documents 

The important documents required for the incorporabon and floatabon of a company are as under; 
(i) Memorandum of Association It is the charter of the company wJuch defines 'he objects and 
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powers of ihe company. It must be filed with the Registrar to get a company registered 
(u) Articles of Association It contains rules and regulations for the mtemal management of the 
company It is subordmatc to the Memorandum of Association of the company. A public company 
may adopt Table A if it does not want to prepare its own Articles of Association. 
f ui) Prospectus It acquamls the general public about the operations of the company It is a sort of 
invitation to the general public to invest their funds in the shares/debentures issued by the company 
It must be filed with die Registrar before raising capital from the public 

6. Statement In Lieu of Prospectus 

It IS filed widi the Registrar of Companies if a public company does not want to issue a prospectus 
It contains information which is very much similar to a prospectus 


QUESTIONS 


OBJECTIVES TYPE QUESTIONS 



Match the two groups; 




Group A 


Group B 

(i) 

Memorandum of Association 

(a) 

Raising of Capital 

(») 

Articles of Association 

(b) 

Charter of Company 

(iii) 

Prospectus 

(c) 

Internal rules and regulations 

(iv) 

Promotion 

(d) 

Identification of busmess idea 


2. State whether the following statements are true or false 

(i) A public company has to file a prospectus before incorporation 

(ii) Incorporation of a company is compulsory 

(ill) Articles of Association is the basic charter of a company 

(iv) Table A may be adopted in place of preparing the Memorandum of Association 
(v) A private company can commence business after its incorporation. 

II SHORT ANSWER TYPE QUESTIONS 

1 Who IS a promoter 

2 What IS Memorandum of Associabon’' 

3 What IS Certificate of Incorporation"^ 

4. List the mam clauses of Memorandum of Association 

5. State the reasons for issuing a prospectus. 

m ESSAY TYPE QUESTIONS 

1 What is meant by ‘Promotion’? What arc the functions of promoters"’ 

2. Bnefly discuss the procedure of formation of a public company 

3 Describe the steps necessary m the formation of a company Name the important documents 
required m this process. 

4. What IS Memorandum of Association? List its important clauses. 

5 Discuss the nature of Articles of Association How does it differ from Memorandum of 
Association"’ 

6 What do you mean by a prospectus? Discuss its significance. 



Chapter 8 



LEARNING OBJECTIVES 


After reading this chapter, yuu should be able to: 

1. explain the importance of business finance; 

2. identify the different types of financial needs of business; 

3. distinguish between long, medium and short term financial requirements; 

4. desenbe the various sources of business finance and enumerate the types of shares and 
debentures; 

5. name the various financial institutions and explain their usefulness;" 

6. describe the terms ‘retained profit’ and public deposit; and 

7. enumerate tlie functions of commercial banks 
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8.1 INTRODUCTION 

All economic activities in the modem world 
centre round the use of money That is why the 
modem economy is sometimes called money 
economy The very existence of society today 
depends on the use of money, When money is 
used for any activity it is known as finance To 
finance means making money available when it is 
needed Business finance thus refers to procuring 
and using money for business purposes In this 
chapter, we shall discuss why money or finance is 
essential for business, the nature of financial 
needs, and the sources or methods of raising 
finance for business activities 

8.2 NATURE AND SIGNIFICANCE OF 

BUSINESS FINANCE 

No one can think of starting business activities or 
running a business without adequate funds at his 
disposal Every business requires some money to 
sart which IS called capital. When the business is 
expanded more money may be required. Obvi¬ 
ously, if business is started on a small scale it will 
require a smaller amount of capital than a busi¬ 
ness which IS started on a large scale, Larger the 
size of a business firm larger will be the amount 
required 

While starting a business money is needed to 
procure assets which may include machinery, 
furniture etc A manufacturer will require raw 
materials for production. He must employ people 
and pay them for their work He mustalso pay the 
electricity bills, water bills, and incur other mis¬ 
cellaneous expenses, Butproduction takes time to 
be completed. All expenses continue to be in¬ 
curred until the goods arc sold and money recov¬ 
ered, However, sales do not take place immedi¬ 
ately and a part of the sales may also be on credit. 
Meanwhile produebon continues in anticipation 
of sales to be made later. So the amount realised 
on sale of goods and the recovery of dues from 
customers do not coincide at any point of time 


with the expenses incurred on operations. This 
may mean locking up of capital for some bme 
Funds are required to badge this time gap be¬ 
tween production and sales. Thus necessity of 
finance arises not only at the commencement of 
business but also during the period that activities 
arc on 

Like manulacturers, traders must also spend 
money on procurement, transportauon and stor¬ 
age of goods well in advance of the actual sales of 
tlic goods The importance of finance arises basi¬ 
cally due to the ume of waiting for sales to recover 
the continuing expenditure In the case of fixed 
assets acquired for business purposes, like build¬ 
ing, plant and machinery, funds remain locked up 
for a longer period and there is longer waiting for 
recovery of the cost of tliose long lived assets. 
Availability of finance is therefore considered 
essential for day to day activiues as well as for 
investment in durable (fixed) assets. 

The importance of finance has increased and 
will continue to increase with the growth of busi¬ 
ness and industry This is because large scale 
production and distribution require considerably 
large amounts to be invested in business. It is 
beyond the capacity of one or two persons to 
provide necessary finance for large scale ven¬ 
tures. Hence, the problem of finance is overcome 
by the formation of joint stock companies which 
can associate a large number of people as shaic- 
holders. Loans can also be raised by companies 
against the secunty of assets 

Even then, the necessity of finance does not 
come to an end at any stage. Additional funds are 
needed from time to time for expansion. Chang¬ 
ing environment of business and increasing 
competition may require new mediods of produc¬ 
tion or distnbution to be adopted, or plant and 
machinery to be modernised, or new products to 
be introduced in the market In the absence of 
additional investment on such occasions it may be 
impossible for the business to survive. 
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Finance plays such a viLal role in modem 
enterpnses that it’s often said to be the lifeblood 
of business Finance is needed at every stage in 
the hfe of a business It must be available at the 
proper time It must also be adequate for the 
purpose for which it is needed. Shortage of funds 
may ruin the business 

8.3 TYPES OF FINANCE 

We have mentioned above that funds are required 
by business firms for different purposes — to ac¬ 
quire fixed assets, to provide for operating ex¬ 
penses, and to improve methods of pioducuon, 
etc, Depending on the purpose to be served, we 
may distinguish between three types of finance. 
These are' 

(i) Long-term finance ^ 

(ii) Short-term finance, and 
(ill) Medium-term finance 

(ij Long term finance: Funds which are re¬ 
quired to be invested in the business for a long 
period (say more than five years) are known as 
long-term finance. It is also known is long-term 
capital or fixed capttal. This type of finance is 
used for acquiring fixed assets such as land, 
building, plant and machinery, etc. The amount of 
long-term funds required naturally depends on 
the type of business and the investment requmed 
for fixed assets For example, the manufacture of 
steel, cement, chemicals, etc involve heavy ex¬ 
penses to be incurred on buildings, machinery and 
equipments. A small factory producing hosiery 
goods, or a small workshop repainng electrical 
goods will require much smaller investment in 
fixed assets. On the other hand, traders generally 
requue lesser amounts for long-term investment 
as compared with iherequirementofmanufactur- 
ers This is because trading concerns do not re¬ 
quire expensive long lived as.sets to use for their 
activities. The size of the business firm also 
determines the amount to be invested m fixed 
assets Large-scale manufacturing and trading 
activities will obviously require more long-term 


capital than small-scale enterpnses 

(ii) Short-term finance This type of finance 
refers to funds needed to meet day to day require¬ 
ments and for holding stocks of raw materials, 
spare parts, etc. to be used for current operations 
Short -termfinance is often called working capi¬ 
tal or short-term capital, or circulating capital. 
The amount of such capital is required for a short 
period upto one year. As soon as goods are sold 
and funds are recovered the amount is again used 
for current operations. Generally speaking pro¬ 
duction processes are completed within a year 
and goods are ready for sale Hence short-term 
funds can be used over and over again from year 
to year. How much short-term finance will be 
required depends on (a) the nature of business 
undertaken, (b) the time gap between commence¬ 
ment of production or purchase of goods and their 
sale and (c) the volume of business. Trading firms 
normally require proportionately more of short 
term capital than long-term capital. Manufactur¬ 
ing concerns, on the other hand, need relatively 
smaller amounts of short-term capital as com¬ 
pared to long-term capital. Again if production 
time and the time-gap between production and 
sale is shorter (say one or two months), it will 
require much less short-term finance than if the 
time-gap is one year Let us take two examples, 
power looms produce texbles more quickly than 
handlooms Hence the use of power looms in¬ 
volves relatively smaller amounts of working 
capital than in the case of handloom production. 
The volume or scale of business activity also 
determines the amount of short-term finance. A 
small factory needs much less short-term capital 
than a large manufacturing enterprise. 

(ill) Medium-term finance. Business firms 
often need funds for a period of 2 to 5 years for 
particular purposes. These may include expenses 
on modernisation of plant and machinery, or in¬ 
troduction of a new product, adoption of new 
methods of production or distribution, or an ad¬ 
vertisement campaign. Finance required for any 
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such purpose is known as Medium-lerrn finance 
or medium-term capital. The necessity of this 
type of finance generally anses on account of 
changes in technology or increasing competition 
Manufacturing industries are more often in need 
of such finance. The amount required depends on 
the nature of purpose in view. The expenditure in¬ 
curred IS regarded as an investment because in¬ 
creased income is expected out of it. 

8.4 SOURCES OF FINANCE 

The pnmary responsibility of financing a busi¬ 
ness venture is that of the owners of the business. 
But loans and credits also meet the financial 
requirements of business firms. In sole proprie¬ 
torship business, the individual propnetor gener¬ 
ally invests his own savings to start with. He may 
reinvest a part of the profits earned in course of 
time He may also borrow money on his personal 
security or the security of his assets. Similarly, the 
capital of a partnership firm consists partly of 
funds contributed by the partners and partly of 
borrowed funds. If necessary they may also de¬ 
cide to reinvest their own shares of profit. 

The company form of organisation enables 
the promoters to raise necessary funds from the 
public who may contnbute capital and become 
members (shareholders) of the company. In 
course of its business, the company can raise 
loans directly from banks and financial institu- 
dons or by issue of securities (debentures) to the 
public. Besides, profits earned may also be rein¬ 
vested instead of being distributed as dividend to 
the shareholders 

Thus for any business enterprise, there are 
two sources of finance, that is, funds contributed 
by owners, and funds available from loans and 
credits. In other words, the financial resources of 
a business may be provided by owners' funds and 
borrowed funds Let us examine the characteris¬ 
tics of these two sources. 

1. Owners Funds or Ownership Capital: Itcon- 
sists of the amounts contributed by owners as well 


as the profits reinvested in the business. This is 
because profits ultimately belong to the owners. 

One major characteristic of owner’s fund as 
asourceoffinanceisthatitprovides ‘nsk capital’. 

It IS known as ‘nsk capital’ because every busi¬ 
ness runs the risk of loss or low profits, and it is the 
owners who bear this risk. In the event of low 
profits they do not have adequate return on their 
investment If losses continue the owners maybe 
unable to recover even their ongmal mvestment 
after meeting the loan obligations However, in 
times of prospenty and in the case of a flounshing 
business the high level of profits earned accrue 
entuely to the owners of the business Thus after 
payin g in teres t on loans at a fixed rate, the owners 
may enjoy a much higher rate of return on their 
investment Owners contribute risk capital also in 
the hope that the value of the fum will appreciate 
as a result of higher earnings and growth in the 
size of the firm. 

The second characteristic of this source of 
finance is that ownership capital remains perma- 
nendy invested in the business. It is not refund¬ 
able like loans or borrowed.capital. Hence a large 
part of It IS generally used for acquuing long-lived 
fixed assets It is also used to finance a part of the 
working capital which is permanendy required to 
hold a minimum level of stock of raw materials, 
amimmum amount of cash, etc. Besides, this type 
of finance is available for all purposes throughout 
the life of the business 

Another charactensdc of ownership capital 
relates to the management of business. It is on the 
basis of their contribution to equity capital that 
owners can exercise theirnght of control over the 
management of the firm. Managers cannot ignore 
the owners in the conduct of business affairs. The 
sole proprietor duectly controls his own business. 
In a partnership firm, the active partners manage 
the firm on behalf of other partners But every 
partner has a right to take part m the management 
of business, A company is managed by duectors 
who are elected by the members (shareholders) 
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Merits 

Ansing out of its charactensUcs, the advantages 
of ownership capital may be briefly slated as fol¬ 
lows ■ 

(i) It provides risk capital 
(u) It IS a source of permanent capital 
(lii) It is the basis on which owners’ acquire 
their nght of control over management 
(iv) It does not require security of assets to be 
offered to raise ownership capital 

Limitations 

There are also certain limitations of ownership 
capital as a source of finance These are: 

(i) The amount of capital which may be 
raised as owners fund depends on the number of 
persons prepared to take the nsks involved, and 
their personal savings The capacity of the pro- 
pnetor of a sole proprietorship firm is extremely 
limited to provide ownership capital, In apartner- 
ship concern, a few persons cannot provide own¬ 
ership capital beyond a certain limit. 

A joint Slock company can raise large 
amounts by issuing shares to the public But it 
leads to an increased number of people having 
ownership interest and right of control over 
management This may reduce the original inves¬ 
tors' power of control over management 

(ii) Being a permanent source of capital, 
ownership funds cannot be reduced in a case of a 
company. Share capita! is not refundable as long 
as the company is in existence This may mean a 
part of this fund remaining idle when there is no 
scope for expansion or fresh investment opportu¬ 
nities. 

(ill) A company may find it difficult to raise 
additional ownership capital unless it has high 
profit-earning capacity, or growth prospects. Is¬ 
sue of additional shares is a’so subject to legal 
restnctions beyond a certain limit, as it may lead 
to concentraUon of economic power or monop¬ 
oly 


2. Borrowed Funds or Borrowed Capital 
eludes all funds available by way of loa 
credit 

Characleristics. Loans arc raised by bu 
firms for specified periods at fixed rates of 
est Thus borrowed funds may serve the pi 
of long-term, medium-term or short-ter 
nance. 

Borrowing is possible on personal se 
but generally it is against the security of £ 
Banks and financial institutions give 
against the security of assets. Various ty] 
debentures can also be issued by a compai 

Interest on such capital is payable a 
yearly or yearly intervals. The principal ami 
to be repaid by the end of the period of lo 
other words, the borrowing firms have twe 
of liabilities. One is to pay interest at n 
intervals, and the other is to repay the Ic 
maturity These liabilities have to be met t 
the earnings are low or there is loss Mor 
borrowed funds cannot be used permanen 
any business. 

Lenders and creditors do not have an’ 
of control over the management of the borr 
firm. Of course, they can sue the firm in 
court if there is default m payment of inte 
repayment of loan amount 

Merits 

From the business point of view, borrowed i 
has several merits 

(i) It does not affect the owners* contre 
management; 

(ii) Interest is treated as an expense, so 
be charged against income and the a 
of lax payable thereby reduced; 

(ill) The amount of borrowing and its Ur 
can be adjusted according to convci 
and needs, that is, it is a flexible soi 
finance, and 

(iv) It involves a fixed rate of interest to 1 
even when profits arc very higf 
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owners may enjoy a much higher rale of 

return on investment than the lenders. 

Limitations 

Against the above merits borrowed capital has 
certain limitations 

(i) It involves fixed obligations. Payment of 
in tcrest andrepaymentof loans cannotbe avoided 
even if there is no profit. Default in meeting these 
obligations may create problems for the business 
To begin with business may suffer on account of 
decline of its credit worthiness Continuing de¬ 
fault may even lead to insolvency of firm, 

(ii) ItrequireS adequate security to beoffered 
against loans Borrowed funds are usually avail¬ 
able upto 60-70 per cent of the value of assets 
Moreover, high rates of interest may be charged if 
the firm’s ability to repay the loan is uncertain. 

We have discussed above the characteristics 
of ownership capital (owners’ funds) and bor¬ 
rowed capital (borrowed funds) as sources of 
business finance. Whether it is a trading or manu- 
factunng concern, and whether it is a proprietary, 
partnership or company form of organisation, 
owners' funds and borrowed funds taken together 
meet the financial needs of business enterpnses 
We have stated earlier that the company form of 
organisation is best suited for undertaking large 
scale business. This is mainly because a company 
IS in a position to raise much larger amounts of 
capital than a proprietary or partnership firm. We 
shall now discuss the various methods which 
companies may adopt to raise both ownership 
capital and borrowed capital. 

8.5 SOURCES OF COMPANY FINANCE 
The sources from which a company generally 
raises financial resources may be described as (1) 
sources of long-term finance, and (2) sources of 
short-term finance. Some of these sources also 
serve the purpose of medium-term finance: 

1 The sources of long-term Finance include: 

(i) Issue of shares 

(ii) Issue of debentures 


(ill) Loans from financial institutions 
(iv) Retained profits, and 
(v) Public deposits 
2. Sources of short-term finance are 
(i) Trade credit 

(n) Bank loans and advances and 
(ill) Short-term loans from finance compa¬ 
nies 

Let us examine the characteristics and impli¬ 
cations of each of the sources 

8.5.1 Sources of long-term finance 

1. Issue of shares; The amount of capital decided 
to be raised from members of the public is divided 
into units of equal value These units arc known as 
‘shares’ and the aggregate value of shares is 
known as ‘share capital’ of the company Those 
who subscribe to the share capital become mem¬ 
bers of the company and are called ‘sharehold¬ 
ers’. They are the owners of the company. Hence 
shares are also described as ‘ownership securi- 
ues.’ 

Two types of shares may be issued by a 
company to raise capital, (a) Preference shares, 
and (b) Equity shares The amount of share capital 
which is raised by the issue of preference shares 
is called ‘preference share capital’ The amount 
raised by the issue of equity shares is known as 
‘equity share capital.’ 

(a) Issue of preference shares' Preference shares 
are so called because the holders of such shares 
have preferential rights over equity shareholders 
Preference shares have three disunct charac- 
lerisiics: 

(i) Preference shareholders have the right to 
claim dividend out of profits at the fixed rate 
which IS decided according to the terms of issue of 
shares In other words, if there is profit, dividend 
at a fixed rate must be paid to the preference 
shareholders. The balance, if any, can be 
distributed among other shareholders that is, 
equity shareholders. However, payment of divi¬ 
dend is not legally compulsory. Only when 
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dividend is declared, preference shareholders 
have a pnor claim over equity shareholders 

(n) Preference shareholders have also the 
preferential right of claiming repayment of capi- 
tal m the event of winding up of the company 
Preference capital has to be repaid out of assets 
after meeting the loan obhgadons and claims of 
creditors butbefore any amount is repaid to equity 
shareholders 

(lii) Holders of preference shares enjoy cer¬ 
tain pnvileges which cannot be claimed by the 
equity shareholders That is why, they cannot 
directly take part in matters which may be dis¬ 
cussed at the general meeting of shareholders, or 
in the election of directors Depending upon the 
terms and conditions of issue, different types of 
preference shares may be issued by a company to 
raise funds. Preference shares may be issued as‘ 
(i) Cumulative or non-cumulative 
(it) Participating or Non-participating 
(ill) Redeemable or Non-redeemable, or as 
(iv) Convertible cumulative preference 
shares. 

In the case of cumulative preference shares, 
if dividend cannot be paid due to inadequate 
profits m a particular year the arrears of dividend 
will accumulate and become payable in subse¬ 
quent years when profits are adequate Non- 
cumulativepreference shares have no such provi¬ 
sion. 

If the shareholders, in addition to the fixed 
rate of dividend, are entitled to a further share in 
the surplus profits after a reasonable dividend has 
been paid to equity shareholders, the shEues are 
known as participating preference shares. Where 
the terms of issue do not provide for it, the shares 
are known as Non-parlicipaling preference 
shares 

Redeemable preference shares are those 
which the company undertakes to redeem (that is, 
repay) after a specified period. Where there is no 
such undertaking, the shares are called irredeem¬ 
able preference shares. However, these shares 


can also be redeemed by the company 
specified period by giving notice as per th 
of issue. 

A company may decide to issue cuir 
preference shares with the additional pr 
that they will be convertible into equity 
the preference shares are then known as c 
ible cumulative preference shares Un 
present rules in India conversion of sucf 
can be decided to be made between the e 
years and 5 years 

Merits 

Issue of preference shares as a source of 
is preferred by many companies due to the 
mg reasons 

(i) It helps to enlarge the sources of fi 

(ii) Some financial mstitutions andind 
prefer to invest in preference share 
the assurance of a fixed return. 

(iii) Dividend is payable only when tl 
profits. 

(iv) It does not affect the equity sharel 
control over management, 

(v) The rate of preference dividend i 
Hence in years of prospenty the 
return on equity capital is likely to 1 
higher than it would be otherwise.' 
case of company A, which has Rs 
equity capital and Rs 10 lakhs pn 
capital carrying 12 p.c. dividend ! 
the company has earned Rs.5 lakh 
Then Rs. 1.2 lakhs will go as pn 
dividend and the balance of Rs.3 
will accrue to equity shareholde 
means the return on equity cap 
come to 38 p.c. against 12 p.c. oi 
ence capital. Now take the case of c 
B where the entire capital of Rs ' 
was raised as equity capital, the 
return would have been only 25 p 
lakhs on Rs.20 lakhs investmer 
effect of preference share capital i 
as Trading on equity (discussed 
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h 

EquiLy share capital 
Preference share capital @ 12% 

Profit earned 
Less preference dividend 
Return to equity shareholders 
Equity share capital 
Percentage return 


Company 

Company 

A 

B 

10.00.000 

20,00,000 

10,00,000 

Nil 

5,00,000 

5,00,000 

1,20,000 

— 

3.80.000 

5.00.000 

10.00,000 

20,00,000 

imO0Q_ 

5.00.000 

10,00,000 

20,00,000 


Limitations 

The limitations of preference shares relate to 
some of Its mam features: 

(i) Dividend paid cannot be charged to the 
company’s income as an expense; hence there is 
no tax saving as in the case of interest on loans. 

(ii) Even though payment of dividend is not 
legally compulsory, if it is not paid or arrears 
accumulate there is an adverse effect on the 
company’s credit 

(ill) Issue of preference share does not attract 
many investors as the return is generally limited 
and does not exceed the rate of interest on loan. 
On the other hand, there is a risk of no dividend 
being paid in the event of falling income. 

(b) Issue of Equity shares. The most important 
source of raising long-term capital for a company 
is the issue of equity shares. In the case of equity 
shares there is no promise to shareholders of a 
fixed dividend. But if the company is successful 
and the level of profit is high, equity shareholders 
enjoy very high returns on their investment. This 
feature is very attractive to many investors even 
though they run the nsk of having no return if the 
profits are inadequate or there is loss Thus, the 
fortunes of the company are directly linked with 


the fortunes of equity shareholders, They bear the 
maximum risk and therefore, have the nght of 
control over the management of the company At 
the same time, their liability is limited to the value 
of shares held by them. 

It must be clear from the above that equity 
shares have three distinct charactenstics; 

(i) The holders of equity shares are thepnmary 
risk bearers It is the issue of equity shares 
that mainly provides ‘nsk capital’. Prefer¬ 
ence shareholders have a pnonty of claim 
on dividend and the repayment of capital, 
over equity shareholders Creditors’ dues 
must be met even l^fore any payment is 
made to the preference or equity sharehold¬ 
ers 

(ri) Equity shares enable much higher returns 
to be earned by shareholders dunng pros¬ 
perity 'This is because preference share¬ 
holders are entitled to a fixed rate of divi¬ 
dend and loans carry a fixed rate of interest 
In contrast, the benefits of equity share¬ 
holders include higher dividend as well as 
increase in the value of the shares. 

(in) Holders of equity shares have the right of 
control over the company. Directors are 
elected on the vote of equity shareholders 
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Merits 

From the company’s point of view, there are 
several mcnts of issuing equity shares to raise 
long-term finance 

(i) It is a source of permanent capital without 
any commitment of a fixed return to the 
shareholders The return on capital depends 
ultimately on the profitability of business, 
(li) It facilitates a higher rate of return to be 
earned with the help of borrowed funds 
This IS possible due to two reasons. Loans 
carry a relatively lower rate of interest than 
the average rate of return on total capital. 
Secondly, there is tax saving as interest paid 
can be charged to income as an expense 
before tax calculation 

(ill) Assets arc not required to be given as secu¬ 
rity for raising equity capital Thus addi¬ 
tional funds can be raised as loan against the 
security of assets. 

Limitations 

Although there are several advantages of issuing 
equity shares to raise long-term capital, there are 
certain limitauons also of this source of finance. 

(i) The nsks of fluctuating returns due to 
changes in the level of earnings of the company do 
not attract many people to subscribe to equity 
capital. The value of shares in the market also 
fluctuate with changes in business conditions. 
This IS also another nsk which many investors 
want to avoid 

(ii) Equity share capital is a permanent 
source of finance Once raised it cannot be re¬ 
funded dunng the life of the company, When 
there is no scope for expansion or new investment 
during periods of economic depres.sion, the eq¬ 
uity capital may remain idle, the rate of return 
may be reduced and the value of shares may 
decline. 

(iii) Issue of additional equity shares to raise 
funds for expansion poses a threat to the existing 
shareholders as regards their power of control 
over management of the company. New share¬ 


holders may exercise them voting rights against 
the continuation of exisung directors. 

(iv) Raising equity share capital beyond a 
certain limit is subject to government restricuons 
and permission has to be taken from the govern¬ 
ment to issue additional equity shares This is to 
prevent concentration of economic power and 
wealth as well as monopoly. 

(v) Exclusive dependence on equity capital 
does not permit (he company to take advantage of 
‘trading on equity’ which may be possible in the 
case of debenture issue (explained in the next 
section). 

Z-Issue of deben tures: When a company decides 
to raise loans from the public, the amount of loan 
IS divided into units of equal value. These units 
are known as debentures A debenture is the 
instrument or certificate issued by a company to 
acknowledge Its debt. Those who invest money in 
debentures are known as ‘debenture holders’. 
They are creditors of the company Debentures 
arc therefore called ‘creditorship’ securities. The 
value of each debenture is generally Fixed in 
multiples of 10 like Rs.lOO, Rs.500, or Rs.lOOO. 
Debentures have two characteristics: 

(a) Debentures cany a fixed rate of interest 

(b) Generally debentures are repayable after a 
certain period which is specified at the time 
of issue. They may become due for repay¬ 
ment after a period of 5 years or more, and 
the period may extend upto 25 or 30 years 

Depending upon the terms and condibons of 
issue there are different types of debentures. 

These are: 

(a) Secured or unsecured debentures 

(b) Convertible or Non convertible deben¬ 
tures. 

Debentures may be issued on the secunty of 
all or some specific assets of the company. Such 
debentures are known as secured debentures The 
assets are mortgaged in favour of the debenture 
holders. Debentures which are not secured, by a 
charge or mortgage of any asset are called 
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unsecured debentures ' The holders of these de¬ 
bentures are treated as ordinary creditors. 

Sometimes under the terms of issue deben¬ 
ture holders are given an option lo convert thea 
debentures into equity shares after a specified 
penod Or the terms of issue may lay down that 
the whole or part of the debentures will be auto¬ 
matically converted into equity shares of a speci¬ 
fied price after a certain period. Such debentures 
are known as convertible debentures If there is no 
mention of conversion at the time of issue the 
debentures are regarded as non-convertible 
debentures 

Merits 

Debentures issue is a widely used method of 
raising long-term finance by companies This is 
due to the following merits 
(i) Interest payable on debentures can be fixed 


at a lower rate than the rate of return on 
equity shares. Thus debenture issue is a 
cheaper source of finance. 

(ii) Interest paid can be deducted from income 
for tax purposes. Thereby (lie amount of tax 
payable is reduced. 

(ill) Funds raised by the issue of debentures may 
be used in business to earn a much higher 
rate of return than the rate of interest As a 
result the equity shareholders earn more 
Let us take the case of two companies. A and 
B having total capital of Rs 1 crorc each. While 
company A raised the amount partly by issue of 
equity shares and partly by 15% debentures issue, 
company B raised the entue amount by issue of 
equity share.s. Profits were subject to 50% tax in 
both cases. Let us see the effect of issuing deben¬ 
tures by company A as compared with company 
B which issued equity shares only. 



Company A 

Company B 

Equity share capital 

(Rs Lakhs) 

40 

(Rs Lakhs) 
100 

15% debentures 

60 

— 


100 

100 

ProEls before inLeresL and laxcs 

39 

39 

Interest on debentures 

9 

— 

Fidfits before tax 

30 

39 

Tax at 50% 

15 

19 5 

Net profits 

15 

19 5 

Rate of return on equity capital 

15 X too 

40 

195X100 

100 


= 37 5% 

= 19 5% 
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It IS clear Lhal as a result of debenture issue, 
the rate of return on equity capilal of company A 
was 37.5%, whereas U was only 19 5% in the case 
of company B. This is because company A saved 
Rs 4.5 lakhs in taxes as interest on debentures 
could be charged against profits before taxation. 
Besides the interest charge being fixed and de¬ 
ductible from income the balance of net profit 
accruing to equity shareholders was relatively 
higher as a proportion of equity capital As in the 
case of preference capital this is another instance 
of trading on equity 

(iv) Another advantage of debenture issue is 
that funds are available from investors who 
are not en titled to have any control over the 
management of the company. 

(v) Companies often find it convenient to raise 
debenture capital from financial institu¬ 
tions which prefer to invest in debentures 
rather than in shares This is due to the 
assurance of a fixed return and repayment 
after a specified period, 

(vi) At times it may be easier to raise funds by 
debenture issue than by the issue of equity 
shares, for example, during depression or 
when the company’s earning capacity is at 
a low level. 

Limitations 

Wehave noted above the advantages of debenture 
issue as a source of finance But it has certain 
limitations also. 

(i) It involves a fixed commitment to pay inter¬ 
est regularly and fixed obligation to repay 
the amount when it is due on the part of the 
company. These liabilities must be dis¬ 
charged even if the company has low earn¬ 
ings The burden may be difficult to bear in 
times of falling profits 

(n) Debentures issue may not be possible be¬ 
yond a certain limit due to the inadequacy 
of assets to be offered as security. 


Methods of Issuing Securities 
So far we have discussed various aspects of 
ownership securities (shares) and creditorship 
sccunties (debentures) as sources of long-term 
finance After deciding the amount to be raised 
and the type of securities to be issued the company 
must adopt suitable methods to offer the secun- 
lies to potential investors There are four common 
methods followed by companies for the purpose. 

(i) When securities are offered to the general 
public a document known as prospectus, or 
a notice, circular or advertisement is issued 
inviting the public to subscribe to the secu¬ 
rities offered. Thereby all particulars about 
the company and the securities offered are 
made to the public. Brokers are appointed 
and one or more banks are authorised to 
collect subsenption. 

(ii) Sometimes the en tue issue is subsenbed by 
an organisation known as ‘issue house’ 
which in turn sells the securities to the 
public at a suitable time. 

(iii) The company may negotiate with large in¬ 
vestors of financial institutions who agree 
to take over the securities. This is known as 
'private placement’ of securibes. 

(iv) When an existing company decides to raise 
funds by issue of equity shares, it is re¬ 
quired under law to offer the new shares to 
the existing shareholders This is described 
as ‘right issue’ of equity shares. Only if the 
existing shareholders decline, the new 
shares can be offered to the public. 

Trading on Equity 

We have given above two examples to show how 
the issue of preference shares and debentures may 
lead to a much higher rate of return on equity 
capital. Trading on equity refers to the positive 
effect on the return on equity capital of usmg 
sources of finance having a fixed charge on earn¬ 
ings before interest and taxes In other words, 
trading on equity is possible only when there is 
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fixed-charge financing, that is, when funds are 
raised by way of loan or debenture issue carrying 
a fixed rate of interest, or preference share issue 
carrying a fixed rate of dividend irrespective of 
the level of profits. However, there is one condi¬ 
tion which must be satisfied before a positive 
effect can be expected on the rate of return on 
equity capital. The average rate of return before 
interest on total capital must be higher than the 
rate of return on fixed-charge finance. If this 
condition is not fulfilled, the available profits 
before interest may be inadequate even for meet¬ 
ing the fixed charge, not to speak of any return on 
equity capital. 

3. Loans from financial institutions: A number 
of financial institutions have been set up by 
Government with the mam object of promoting 
industrial development. These institutions play 
an important role as sources of company finance. 
Besides they also assist companies to raise funds 
from other sources. Some of the most important 
national level financial institutions are: 

Industnal Development Bank of India (IDBl) 
Industrial Finance Corporation of India (IFCI) 
Industnal Credit and Investment Corporation of 
India CICICI) 

Industnal Reconstruction Bank of India 
(IRBI) 

The types of financial assistance provided by 
these institutions are as follows: 

(i) They provide medium and long term fi¬ 
nance to industrial enterprises at a reason¬ 
able rate of interest- Thus companies may 
obtain direct loan from the financial institu¬ 
tions for expansion or modernisation of 
existing manufacturing units or for starting 
a new unit 

(ii) Often, the financial institutions subscribe 
to the debenture issue of companies. 

(lii) Some of the institutions (ICICI) and (IDBI) 
also subsenbe to the shares issued by com¬ 
panies. 

(iv) All such institutions underwrite the public 


issue of shares and debentures by compa¬ 
nies, that IS, agree to take over the securities 
to the extent there is no public response to 
the issue 

(v) They guarantee loans which may be raised 
by industrial enterprises from other 
sources 

(vi) Loans in foreign currency may also be 
granted for the import of machinery and 
equipments wherever necessary 

(vii) The institutions stand guarantee for pay¬ 
ments in respect of imports from abroad or 
purchases within the country of machinery 
etc. under deferred payment arrangements 
In other words, a company which imports 
or purchases machinery and has an anange- 
ment with the suppliers to defer payment 
till the expiry of a certain period, may be 
supported by a guarantee from the institu¬ 
tions for the payments due to the suppliers 

Apart from the national level institutions 
mentioned above, there are a number of similar 
institutions set up in different states of India. The 
state-level financial institutions are known as 
State Financial Corporations, State Industnal 
Development Corporations, State Industnal In¬ 
vestment Corporations and the like. The objec¬ 
tives of these institutions are similar to those of 
the national-level institutions But they are 
mainly concerned with the development of me¬ 
dium and small-scale industnal units. Thus 
smaller companies depend on the state level insti¬ 
tutions as a source of medium and long-term 
finance for the expansion and modernisation of 
their enterprise These institutions grant direct 
loans as well as subsenbe to the debenture issues 
of companies. They also guarantee loans raised 
from other sources and underwrite the issue of 
shares and debentures. 

4, Retained profits: Successful companies do 
not distnbute the whole of their profits as divi¬ 
dend to shareholders but reinvest a part of the 
profits, The amount of profit reinvested in the 
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business of a company is known as retained 
profit. Ills shown as ‘reserve* in the accounts. The 
surplus profits retained and reinvested may be 
regarded as an internal source of finance. Hence, 
this method of financing is known as ‘self-financ¬ 
ing’. It is also called ‘ploughing back of profits'. 

Since profits belongs to the shareholders, the 
amount of retained profit is treated as ownership 
fund It serves the purpose of medium and long¬ 
term finance The total amount of ownership 
capital of a company can be determined by adding 
the share capital and accumulated reserves. 

Merits 

This source of finance is considered to be better 
than other sources for the following reasons; 

(i) As an internal source, it is more dependable 
than external sources It is not necessary to 
consider investor's preference. 

(ii) Use of retained pro fit does not involve any 
cost to be incuned for raising the funds. 
Expenses on prospectus, advertising, etc 
can be avoided, 

(lii) There is no fixed commitment to pay divi¬ 
dend on the profits reinvested. It is a part of 
risk capital like equity share capital. 

(iv) Control over the management of the com¬ 
pany remains unaffected as there is no 
addition to the number of shareholders. 

(v) It does not require the security of assets 
which can be used for raising additional 
funds in the form of loan. 

It IS for these advantages that successful 
companies make use of retained profits as much 
as possible for expansion of business. Earnings of 
existing shareholders are thereby increased and 
the values of equity shares also go up. 

Limitations 

However, only well established companies can 
avail of this source of finance. Even for such 
companies retained profits cannot be used to an 
unlimited extent' 

(i) Accumulation of reserves often attract 


competition in the market. 

(ii) With increased earning shai^eholders 
expect a higher rate of dividend to be paid. 

(iii) Growth of companies through internal 
financing may attract government restrictions as 
it leads to concentration of economic power. 

5. Public deposits: An important source of me¬ 
dium-term finance which companies make use of 
happens to be ‘public deposits’ This requires 
advertisement to be issued inviting the general 
public to deposit their savings with the company. 
The penod of deposit may extend up to three 
years. The rate of interest offered is generally 
higher that the interest on bank deposits. Against 
the deposit, a receipt is issued by the company 
mentioning the amount, rate of interest, time of 
repayment and such other information. 

Public deposits are not secured loans. The 
depositors are like ordinary creditors. Hence, 
only large profitable companies enjoying public 
confidence are in a position to attract public 
deposits. Even for such companies there are rules 
prescribed by Government limiting its use. A 
company cannot accept deposits in excess of 25 
p.c. of its paid-up share capital plus reserves. Out 
of this amount upto 10 p.c. can be from the general 
public. Moreover, by 30th April each year the 
company is required to deposit in a bank or invest 
in government securities at least 10 p c of the 
deposits to be repaid during the next financial 
year. 

8.5.2 Sources of Short-term Finance 

1. Trade credit: Trade credit is acommon source 
of short-term finance available to all companies. 
It refers to the amount payable to the suppliers of 
raw matenals, goods etc after an agreed period, 
which IS generally less than a year It is customary 
for all business fums to allow credit facility to 
their customers in trade or business. Thus, it is an 
automatic source of finance. With the increase in 
production and corresponding purchases, the 
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amount due to the creditors also increases. 
Thereby part of the funds required for increased 
production is financed by the creditors. The more 
important advantages of tradccredit as a sourceof 
short-term finance are the following: 

(i) It IS readily available according to the pre¬ 
vailing customs There is no special effort 
to be made to avail of it 
(li) Trade crctlit is a flexible source of finance. 
It can be easily adjusted to the changing 
needs for purchases 

(ill) Where there is an open account for any 
creditor failure to pay the amounts on time 
due to temporary difficulties does not in¬ 
volve any serious consequence Creditors 
often adjust the ume of payment in view of 
continued dealings, 

(iv) It IS an economical source of finance. While 
availing of the credit facility, the company 
foregoes a discount of 2-3 p c. which it 
could get on prompt payment of the bill 
However, the liability on account of trade 
credit cannot be neglected. Payment has to be 
made regularly. If the company is required to 
accept a bill of exchange or to issue a promissory 
note against the credit, payment must be made on 
the maturity of the bill or note. It is a legal com¬ 
mitment and must be honoured, otherwise legal 
action will follow to recover the cues. 

2. Bank loans and advances: Money advanced 
or granted as loan by commercial banks is known 
asBank Credit Companies generally secure bank 
credit to meet their current operating expenses. 
The most common forms in which bank loans and 
advances may be available are cash credit and 
overdraft facilities. Under the cash credit ar¬ 
rangement the maximum limit of credit is fixed in 
advance on the security of goods and materials m 
stock or against the personal security of directors. 
The total amount drawn is not to exceed the limit 


fixed. Interest is charged on the amount actually 
drawn and outstanding During die period of 
credit, the company can draw, repay and again 
draw amounts within the maximum limit In the 
case of overdraft, the company is allowed to 
overdraw its current account upto the sanctioned 
limit. This facility is also allowed either against 
personal security or the security of assets. Interest 
is charged on the amount actually overdrawn, not 
on the sanctioned limit. 

The advantage of bank credit as a source of 
short-term finance is that the amount can be 
adjusted according to the changing needs of fi¬ 
nance The rate of interest on bank credit is fairly 
high But the burden is not excessive because it is 
used for short periods and is compensated by 
profitable use of the funds. 

Commercial banks also advance money by 
discounting bills of exchange, A company having 
sold goods on credit may draw bills of exchange 
on the customers for their acceptance. A bill is an 
order in writing requinng the customer to pay the 
specified amount after a certain period (say 60 
days or 90 days). After acceptance of the bill, the 
company can draw the amount as an advance 
from any commercial bank on payment of a 
discount The amount of discount which is equal 
to the interest for the period of the bill is deductexl 
by the bank from the value of the bill, and the 
balance is available to the company. Bill dis¬ 
counting is thus another source of short-term 
finance available from the commercial banks 

3. Short term loans from finance companies: 
Short term funds may be available from finance 
companies on thesecurity of assets Some finance 
companies also provide funds according to the 
value of bills receivable or amounts due from the 
customers of the borrowing company, w hich they 
lake over 
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SUMMARY 

No one can think of starting business activities ormnning a business without adequate funds at his 
disposal. Larger the size of a business firm larger is the amount required While starting a business 
money is needed to procure various types of assets When the business is on, funds are required to 
meet the expenses during the production time and till money is realised on the sale of goods, Availa¬ 
bility of finance is thus essential for ongoing activities as well as for investment m durable assets. 

1. Nature and Significance of Business Finance 

The importance of fmance in business has increased with the growth m size of business firms. The 
necessity of finance also arises continuously for expansion, modernisation and introduction of new 
methods of production and distribution Finance plays such a vital role m modem enterprises that it 
is often said to be the life blood of business 

2. Types of Finance 

Depending on the purpose to be served, thefinancfld requirements of ebusiness may be distinguished 
as; Long-term finance- funds required to be invested in the business for a long period. Short-term 
finance — funds required to meet day to day opierating expienses and for holding stocks of raw 
materials, etc., mAMedium-lermfinance —■ funds required for apenod of 2 to 5—^years for particular 
purposes 

3. Sources of Finance 

The primary responsibility of fmancmg a business venture is that of the owners of the business But 
loans and credits also meet the fmancial needs of busuicss fums Thus for any busmess enterpi ise, 
there are two sources of fmance, that is, funds contributed by owners called owners’ funds, and funds 
available m the form of loans called borrowed funds 

Owners’ funds or ownership capital consist of the amounts contributed by the owners as well 
as their profits leinvestcd in the busmess Ownership capital is also known risk capital. It remams 
permanently invested m the busmess Hence a large part of it is generally used for acquiring long- 
lived fixed assets It is on the basis of this capital that owners have the right of control over the 
management of the business 

Borrowed funds or borrowed capital mclude all funds available m the form of loans or credit. 
Loans are raised by busmess firms for specified periods at fixed rates of interest Thus borrowed 
funds may serve the purpose of long-term, medium-term or short-term finance. Borrowing mvolves 
fixed obligations to pay mterest regularly and to repay the amount of loan when it is due 

4. Sources of Company Finance 

The sources from which a company raises financial resources may be described as (1) sources of 
long-term finance, and (2) sources of short-term finance. Some of these sources also serve the 
purpose of medium-term finance 

The sources of long-term fmance include 

(i) Issue of preference shares and equity shares called ownership securities; 

(ii) Issue of debentures (or creditorship securities) of different types, 

(lii) Loans from financial institutions; 

(tv) Retained profits; and 
(v) Public deposits 
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Sources of short-term finance arc* 

(i) Trade Credit, 

(li) Bank loans and advances and 

(iii) Short-lerm loans from financial mstitulions 

The amount of capital raised by the issue of preference .shares is known as preference share 
capital It carries a fixed rate ot dividend to be paid if there arc profits The holders of preference 
shares have preferential claim over dividend payment and repayment of capital m the event of 
liquidation of conipany They have no right of control over dividend payment and repayment of 
capital m the event of liquidation of company They have no right of control over management 
The holders of equity shares are the primary risk-bear er\ But equity shares enable much higher 
returns to be earned by the shareholders diirmg prospenty 

Debenture holders are the creditors of the company A company may issue secured or unse¬ 
cured debentures, redeemable or irredeemable debentures, convcrtible or non-converbble deben¬ 
tures Debentures carry a fixed rate of mterest and the mtcreslpaid can be charged as an expense for 
tax purposes Issue of debentures enables equity shareholders to earn a much higher rate of return on 
their mvestment than it would be otherwise possible 

Financial institutions at the national level provide long and medium-term loans at reasonable 
rates of mterest They subscribe to the debenture issues of companies, and underwrite ihepublic issue 
of shares and debentures. They also guarantee loans and deferred payments State-level mstitutions 
are mainly concerned with die development of medium and small scale enterprises They provide the 
same types of financial assistance as the national level institutions 

Retained profit is an mtemal source of finance It is a part of the ownership capital of the 
company Successful companies make use of retamed profits as much as possible for expansion of 
their busmess 

Public deposit is a source of medium-term finance which can be raised by a company through 
advertisements inviting the general public to deposit their savings with the company The depositors 
are like ordinary creditors because public dcpo.sits arenot secured loans It is only ihclargeprofitable 
companies which are in a position to attract public deposits The rale of interest is higher than that 
allowed on bank deposits, 

S. Sources of Short-term Finance 

Trade credit is a common source of short-term finance available to all companies It is readily 
available and is a flexible source Bank loans and advance are av ail able in the form of cash credit and 
overdraft. Commercial banks also provide shor- term finance by discounting bills of exchange Loans 
from finance companies are generally available on the security of assets 


QUESTIONS 


I OBJECTIVE TYPE 
Fill in the blanks- 

1. Debentures are known as_secunbes. 

2. Funds required for meeting operatmg expenses is known as_finance. 

3 Long-term finance is needed for icquirmg ___ 
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4 The finimcial resources of business firms consist partly of__ of funds and 

partly of_funds 

Which of the following statements arc nght and which are wrong 7 

1. Public deposits can be raised by a company to an unlimited extent 

2 Interest is charged by banks on the sanctioned limit of over draft 

3 Trade credit is a source of rncdium-term finance 

4. Financial institutions grant loans against security of assets 

5 Participating preference shareholders participate in the management of the company, 

n SHORT ANSWER TYPE 

1 Explain the following terms in not more than 2C3 words each Medium-teim finance, 
Convertible debentures; Trading on equity; Self-fmancing; Cumulative preference shares. 

2. Enumerate the short-term and long-term sources of company finance. 

3. What is the difference between Ownership capiLal and Borrowed capital ? 

4. Why is equity share capital called risk capital ? 

5. Name three national-level financial institutions and state tlicir objectives. 

6. What is the purpose served by short-term finance ? 

m ESSAY TYPE 

1 Explam die importance of finance in modern business. 

2. Describe the advantages of bono ived capital as compared with those of ownership capital 

3 Why do some companies prefer to raise capital by the issue of preference shares 7 What are 
the limitations 7 

4 What are the characteristics of equity shares What arc the advantages of issuing equity shares 
to raise long-term finance ? 

5. Describe the merits of trade credit as a source of short-term finance. Suppose a company 
decides to arrange bank loans and buy everything for cash, is its a good decision 7 Give reasons 
for your answer 

6 Explam the advantages of debenture issue as a source of long-term finance. What are its 
drawbacks 

7 As a source of finance retained profit is belter than other sources. Do you agree with this 
view ? Give reasons for your answer Can a company grow mdefinitely by reinvesting surplus 
profits 7 
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LEARNING OBJECTIVES 

After reading this chapter, you should be able to: 

1. explain the meaning and importance of a stock exchange; 

2. descnbe the significance of listing securities; 

3. analyse the various functions of stock exchanges; 

4. name the recognised stock exchanges in India and state their locations: 

5. enumerate the types of operators on a stock exchange; 

6. distinguish between the different types of operators; 

7. state the meaning of speculation; 

8. descnbe the need for and means of regulating slock exchange operations; and 

9. explain the meaning of terms used in stock exchange quotations. 
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9.1 INTRODUCTION 

In ihe previous chapter we have discussed the 
sources of raising liiiance available to companies. 
We have explained that tlie two most iinportaiit 
sources ol raising long-tenii finance for compa¬ 
nies are issue of shares and issue of debentures. 
These are known as corporate securities Besides 
registered companies, public corporations, public 
aulhonbes as well as the central and state govern¬ 
ment often raise loans from the public by issuing 
bonds or government securities Many investors 
are attracted to the issue of these securities for two 
main advantages. 

The value of units of securities are kept low 
(Rs. 10, Rs. 100, etc.) so that even individuals with 
small savings can subscribe to them. The second 
advantage is that shares, debentures, bonds and 
government secunties can be freely transferred. 
Of course, it is only in the case of public compa¬ 
nies (not m case of pnvate companies) that shares 
and debentures are transferable without any 
restncbon Thus, an investor who needs cash to 
meet an urgent requirement, can sell off the whole 
or part of the corporate secunties held by him to 
another investor who is in teres ted in buying them. 
Or, if the same investor wants to invest the 
amount in shares or debentures of some other 
company, he can purchase those securiries from 
some other mvestor willing to sell the same. 

We shall discuss m this chapter how the 
buying and selling of corporate securihes are 
facilitated by the existence of organised markets 
ImovjnasStockExchange, Stock Market ot Secu¬ 
rities market We shall also examine the func tions 
of s lock exchanges in a modem economy, the role 
of different types of operators on the floor ofstock 
exchanges, the necessity and means of regulating 
speculation and operations in the stock market, as 
well as the terms used in stock exchange quota¬ 
tions, 


9.2 MEANING AND IMPORTANCE OF 
STOCK EXCHANGE 

Thestock exchange is an organised market for the 
purchase and sale of corporate securities. Such a 
market is located in a premises where any body 
who holds secunties for sale can find a buyer and 
one who waiius to buy particular secunties may 
find a seller, both parties being assured of the 
transaction takmg place at a fair and reasonable 
pnee Tlie secunUes which may be bought and 
sold m a stock exchange generally include shares 
and debentures of public companies. These may 
also include government secunties and bonds 
issued by Municipalities, Public corporations, 
Utihty undertakings, Port trusts, and such other 
local authonties. Securities already issued and 
held by investors can only be bought and sold in 
the Stock Exchange. Hence such an exchange is 
also known as a secondary market for securities. 

The stock exchange is generally organised 
by an association or body of individuals. Hence it 
IS defined as an association, organisation or body 
of individuals established for the purpose of as¬ 
sisting and controlling business in buying, selling 
and dealing in securities 

The Stock Exchange is regarded as an insti¬ 
tution of vital importance m every country where 
joint stock companies are engaged in trade and 
industrial acuviLies under competitive condi¬ 
tions. Industnal growth and development depend 
to a large extent on capital formation, that is, 
savings being invested in industrial concerns. 
This becomes possible on a large scale due to the 
existence of stock exchanges. Individuals and 
institutions interested in investing their savings 
arc generally attracted towards secunties issued 
by companies. At the same time, they wantsafety, 
liquidity and profitability of investment to be 
reasonably assured. They are also interested in 
those secunties which suit their estimates of risk 
and return on investment. 
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Since buying and selling of different types of 
secunties take place in stock exchanges, the 
prices of particular securities reflect their relative 
demand and supply. The prices of secunhes also 
indicate the financial health of individual compa¬ 
nies. The trend of share prices over a period is 
regarded as an index of the financial status of 
industrial and trading organisations. Thus inves¬ 
tors can take their decisions about the suitability 
of particular securities for investment in terms of 
safety, profitability and risk Besides, they can 
change their decisions when necessary as liquid¬ 
ity of investment is provided by the easy 
transa^erability of securities through the stock 
exchanges. 

The trend of security price movements on the 
average gives a fair indication of the state Of the 
economy, industry and trade. That is why the 
stock exchange is said to be a barometer of the 
economic and financial health. Just as readings on 
a barometer reflect the atmosphenc pressure and 
changes thereof, stock market quotations of secu¬ 
rity prices give an idea about the economic and 
industrial conditions. 

9.3 LISTING OF SECURITIES 

Securities bought and sold in a stock exchange 
may include shares and debentures of public 
companies, bonds and secunties issued by gov¬ 
ernment, municipalities, public corporations, and 
autonomous bodies like port trusts, etc. But a 
stock exchange does not allow transactions in 
securities issued by all companies. Listing of 
securities means the inclusion of securities per¬ 
mitted to be traded in the official list of a stock 
exchange. The names of companies of which 
secunties are allowed to be traded are included in 
the ‘official trade list’ of the stock exchange. It 
indicates that the securities of those companies 
are listed by the stock exchange. Government 
securities do not require fisting like other corpo¬ 
rate securities 

To get the secunhes listed for trading on a 


stock exchange, the company concerned has to 
apply m a presenbed form and submit details 
about its past activities, share capital, dividends 
paid, distribution of shares, along with copies of 
Directors’ Reports, Balance Sheets, etc. Copies 
of different documents are also required to be 
submitted along with the application. The docu¬ 
ments are: Memorandum and Articles of Associa¬ 
tion, and a draft prospectus complete in all par¬ 
ticulars for approval by the stock exchange 
concerned. 

The company must also abide by the rules 
and regulations which require that (i) certam 
presenbed clauses are included in the Articles of 
Association: (ii) at least 49j).c. of the securities 
issued must have been offered to the public for 
subscription through newspapers for not less than 
3 days. Further, the shares of a company cannot 
be listed on a stock exchange unless the following 
conditions are satisfied: 

(i) The issued-capital is not less than Rs 50 
lakhs 

(ii) The public offer is not less than Rs 30 
lakhs in face value 

(iii) The public offer results in a wide distribu¬ 
tion of shares among the general public 
without undue concentration of large hold¬ 
ings with the company having (a) lOpublic 
shareholders for every Rs 1 lakh of fresh 
issue of capital; and (b) 20 public share¬ 
holders for every Rs. 1 lakh of offer for sale 
of existing capital 

However, the pre-conditions laid down with 
regard to fisting do not mean that the stock ex¬ 
change stands guarantee for the financial sound¬ 
ness of the company, or recommends the securi¬ 
ties to the investing public. Listing only indicates 
lhatat the timeoflisting, the company was legally 
organised, and it was till then financially sol¬ 
vent—as a going concern. 

Even with the assurance of legality and sol¬ 
vency of the company, fisting proves to be of 
particular advantage to the fisted companies as 



118 


BUSINESS STUDIES 


ivell as the investors. It creates a favourable 
impression about the company's ciedit, widens 
the market for its secunties, and raises the value 
of secunties The listed companies are better 
placed for raising funds from the public and 
financial mstitudons. For the investors, listing 
assures safety of dealings and the convenience of 
easy disposal and acquisition of securities when 
necessary. There is greater public confidence in 
listed securities as the stock exchanges compell 
the companies concerned to abide by rules and 
regulations in the interest of investors. 

9.4 FUNCTIONS OF STOCK 

EXCHANGES 

The progress of companies which control the 
industrial and trading activities under competi¬ 
tive economic condidons is ensured by the 
availability of adequate finance for their invest¬ 
ment schemes. The tunedons performed by stock 
exchanges help a great deal in that respect. Cer- 
tam funedons are also beneficial fro m the point of 
view of the economy as a whole as well as the 
invesdng public. Let us examine the more impor¬ 
tant funedons. 

(i) The stock exchange provides a ready 
market which is condnuously available for con¬ 
version of exisdng securities into cash and vice 
versa. With easy marketability of securides there 
is improved liquidity of invesdble funds. This 
encourages investment of savmgs in the capital of 
industnal enterprises. Easy marketability of 
shares and other secundes increases theirvalueas 
security against loans to be raised from banks or 
financial insdtutions, The lender is able to know 
the worth of the security from the prices of shares 
quoted in the stock exchange. 

(ii) The stock exchange provides appropri¬ 
ate conditions whereby the purchase and sale of 
secun ties take place at a reasonable and fair price. 
The pnees at which bargains are made between 
willing buyers and sellers are recorded and made 
public. On the basis of these pnees or market 


quoiadons every investor is able to evaluate the 
secuiiues held by him and thus knows the worth 
of his holdings at any ume. He is also able to 
csdmate the amount he can borrow on the secunty 
of his holdings 

(ill) Another function of stock exchanges is 
to protect the interest of investors through stnet 
enforcement of the rules and regulations with 
respect to dealings. The possibility of innocent 
investors being deceived by brokers is prevented 
in an organised stock exchange. The membership 
of brokers is subject to the rules which provide for 
punishment including suspension, fine or even 
expulsion of members if they adopt any malprac- 
dee in their dealings with investors, like charging 
an excessively high commission, etc. 

(iv) The management and working of compa¬ 
nies are influenced to a great extent by slock 
exchanges in public interest. Every company 
which wants its securities to be quoted and traded 
on a stock exchange has to submit itself to the 
rules framed by the exchange in thatrespecL It is 
through these rules that a stock exchange protects 
public inieresL For example a listed company 
cannot discriminate between investors while 
making allotment of shares issued for public 
subscription. 

(v) The stock exchange ensures investible 
funds or capital to flow into the most profitable 
enterprises. Rcladvely prosperous companies can 
raise capital more easily because investors are 
more attracted towards their secundes. The prices 
of exisdng securides are often quoted above the 
face value which indicates good prospects for the 
enterpnse. On the other hand, the securities of 
relauvely less profitable are quoted at lowerpnce. 
The investors sell such securides in favour of the 
securities of more profitable concerns. 

(vi) The stock exchanges play an active role 
in encouraging people to invest their savings in 
industrial and government securides. This is due 
to the publicity given by exchanges about various 
types of securides being traded alongwith their 
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prices. Thus, the stock exchanges create the habit 
of saving, investment and nsk taking among the 
general public. The attractiveness of investment 
in securities leads to increased capital formadon 
in the country. The funds available to the compa¬ 
nies and the government meet their capital re¬ 
quirements. 

(vii) With the facilities provided by stock ex¬ 
changes for buying and selling securities, the 
demand and supply of particular securities are 
equalised and price fluctuations are kept within 
reasonable limits. People who expect a rise m the 
price of securities buy them in advance to make a 
profit when the pnees go up as expected. The 
purchase of such secunues in advance raises the 
price immediately and the future price nse is not 
as high as it would be otherwise. Simdarly, if 
pnees are expected to fall in the near future, 
people may sell the securities now when paces 
are high With increased supply of securiues now, 
the higher pnees tend to fall, and the future 
decline is not very sharp. As a result of this type 
of dealing price movements become smoother, 
These are known as speculative dealings (dis¬ 
cussed later in this chapter), 

9.5 STOCK EXCHANGES IN INDIA 

There are 14 recognised stock exchanges in India 
located in the following cities: 


Ahmedabad, 

Hyderabad, 

Bangalore, 

Indore, 

Bombay, 

Jaipur, 

Calcutta, 

Kanpur, 

Cochin, 

Ludhiana, 

Delhi, 

Madras, 

Guwahati, 

Pune. 


All these exchanges are recognised by the 
Government of India under the provisions of the 
Secunties Contract (Regulation) Act, 1956. 
Some of these exchanges, like those in Bombay, 
Ahmedabad and Indore, are organised as volun¬ 
tary associations, those in Calcutta and Delhi as 


public limited companies, and those in Hydera¬ 
bad, Madras and Bangalore, as guarantee compa¬ 
nies 

9.6 SPECDLATION OR SPECULATIVE 

ACTIVITY 

Speculative activity or speculation on a stock 
exchange refers to the buying and selling of 
securities in the hope of a profit from anticipated 
changes in the pnee of secunties. Those who 
engage in such acbvity are known as ‘specula¬ 
tors’ A speculator may buy securities in anticipa¬ 
tion of rise in price. If his expectation comes true 
he sells the securities at a higher pnee and makes 
a profit On the other hand, he may be disap¬ 
pointed if his expectation does not come true, and 
prices do notnse In that case he will suffer a loss 
Similarly, a speculator may expect prices to fall 
and sell securities at the current high pnee, to buy 
again when pnees decline. He will make a profit 
if paces decline as expected. Otherwise he will 
suffer loss 

Usually the speculator does not take delivery 
of the securities purchased by him. Similarly he 
does not actually deliver the secunties sold by 
him. He only receives or pays the difference 
between the purchase and sale prices, as the case 
may be. Let us take the following example. Sup¬ 
pose, a speculator has agreed to buy 100 shares at 
Rs.25 each after a month. When the time comes 
,for setdement of the transaction, the actual price 
of the shares isRs.26 each. The speculator will not 
buy the shares at Rs.25 and sell them at Rs.26. 
Ins lead he would ask the o ther party to pay him the 
difference at the rate of Re.l per share He would 
thus earn Rs.lOO.on 100 shares without taking or 
giving delivery of the shares. Thus, the pnmary 
object of spKulation is to gain from future 
changes in the price of secunties. Thus, specula¬ 
tion may be regarded as a risky activity. If the 
change in pnee does not take place as expected, 
the speculator is put to a loss. 
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9.6.1 BeneHts of Speculation 

The following benefits may be said to anse out of 
speculative activities 

(i) It leads to smoother change and prevents 
wide fluctuations in security prices. Specu¬ 
lators buy in anticipation of rise in prices. 
This creates additional demand for secun- 
ties and raises the cuneni low prices. The 
sale of secunties in future prevents them 
prices going up very high. S imilarly, sale in 
anticipation of a decline in pnees leads to 
keeping down the prevailing high prices 
Tht corresponding purchases made when 
prices tend to decline keep up the prices, 
(n) Speculators also prevent wide fluctuations 
in secunty prices at different places If 
certain security is selling at a higher price in 
one market, the speculators buy the same 
from other markets and sell in that market 
Thereby the supply and demand are equal¬ 
ised m different markets, and pnee move¬ 


ments are not very wide. 

(ill) Speculative activities and the resulting ef¬ 
fect on the prices of secunties provide a 
guidance to the pubhc about the market 
situation. This is because speculators gen¬ 
erally act on the basis of intelligent analysis 
of market trends and other factors. 

9.6.2 Difference between Investors and 
Speculators 

Generally speaking, investors are those who 
purchase secunties to earn income by way of 
dividends and interest and those who sell secun¬ 
ties they hold for ready cash On the other hand, 
speculators are those who buy securities with the 
hope of selling them in future at a profit, and (hose 
who sell with the expectation of buying them at a 
profit in future Their intention is to make profit 
through difference in prices. The investors and 
speculators in the stock markets may be distin¬ 
guished as follows: 


INVESTORS 

SPECULATORS 

(1) An investor is inlerested mainly m the 

The speculator's main interest is in 

safely of investment, regulartly of income, 

making quick pioEls on the basis of 

and appreciation in the value of securities 

pnee changes 

(2) The investor takes delivery of the secunues 

The speculator does not take delivery 

and pays for them after purchase, and dehvers 

of the secunties purchased, or gives 

the secunues which he has sold on 

deliveiy of secunties sold by him He 

payment 

receives or pays the amount of difference 


m the sale and purchase pnees. 


9,6J Difference between Speculation and 
Gambling 

Speculation and gambling operations appear to be 
the same. In both cases, the profits or losses 
depend upon future events which are uncertain. 
The object of speculation as well as gambling is to 
make quick profits. However, there are also cer- 
tam differences between the two types of activi¬ 
ties 


(i) Speculative activities are undertaken on 
the basis of intelligent study and analysis of 
market trends and other factors influencing the 
prices of securities. It is based on knowledge and 
foresight of anucipated change in prices. Gam¬ 
bling IS not based on any mtelligent analysis of 
factors influencing the market trend It is based on 
thechance of events happening, and noton scien¬ 
tific facts or reasoning. 
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(ii) The gambler’s agreement is void and not 
enforceable in any court of law. Speculauon is a 
lawful activity and is enforceable at law. 

(in) While speculation performs certain eco¬ 
nomic functions (explained earlier), gambling 
has no benefits to offer to the economy as a whole. 
That IS why gambling is regarded as anti-social 
and illegal, while speculation is considered useful 
in stock exchange operations. 

(iv) The speculator bears the risk of loss on 
the basis of logical reasoning. His acuvity takes 
care of the existing risk of price fluctuauons On 
the other hand, gamblers assu me risks of loss on 
the basis of blind and reckless expectations, 
which create an artificial risk of loss 

Inspiteof these differences, speculation may 
sometimes take the form of gambling if the specu¬ 
lator acts recklessly and blindly without applying 
his mind or mtelligence and without possessing 
funds to meet his commitments. In that case, 
speculation is said to have degenerated into 
gambling. 

9,7 TYPES OF OPERATORS 

Transaction of business on a stock exchange is 
allowed to be undertaken only by members of the 
exchange. Ordinarily none except a member is 
allowed to enter the premises of the stock ex¬ 
change Thus, every stock exchange lias its own 
regulations regarding the admission of members. 
Indeed, membership is restricted to persons who 
have sound financial position and possess enough 
experience. 


There are two broad categories of members 
who transact busmess on the stock exchange: 
(i) Broker, and (li) Jobber. 

(i) Broker: A broker is a commission agent 
who transacts business in securities on behalf of 
non-members. He works for commission and acts 
for a large number of clients, thus dealing in a 
variety of securities. The services of a broker is 
extremely useful to the ordinary investor who 
does not have the necessary skill or expertise for 
the purpose of buying or selling secunties 

(ii) Jobber: A jobber is an independent 
dealer in securities. He can purchase and sell 
secunties directly and can deal with a broker or 
another jobber. He is a ‘dealer’ in his own right. 
He is a professional speculator and usually spe¬ 
cialises in buying and selling a hmited number of 
securities. He works for profit rather than on a 
commission basis The profit earned by a jobber 
is known as the ‘jobber’s turn’, Like the broker, a 
jobber also renders useful service to the investors 
by executing orders without delay. This helps to 
prevent wide fluctuation in prices, and to make it 
smooth. With his specialised knowledge and 
experience, a jobber is able to determine the price 
at which any security should be bought or sold. 
Jobbers provide continuity of operations on the 
slock exchange and thus help to stabilise prices. 

In India, there is no clear-cut distinction 
made between jobbers and brokers. Due to insuf¬ 
ficiency of business, a member can act as a broker 
or jobber or both. However, functionally the 
operations of brokers and jobber differ. 


DIFFERENCE BETWEEN BROKERS AND JOBBERS 


Brok£r 

Jobber 

(&) Transacts busmess as a commission agent on 
behalf of non-members or other members 

(b) The rale of cnmmis Sion IS fixed. 

(c) A broker can transact business for his 
clients only through a jobber 

(d) The brokers act as a link between the 
investing pubUc and the jobbers They 
protect the interest of investors by forming 
a ring fence round the jobbers. 

j Transacts busmess on his own right Works for profiL 

The jobber’s turn or profit is not fixed It can be any 
amounL 

A jobber can deal with a broker or another jobber. 

The Jobbers transact Ixisiness directly with 
brokers and other jobbers 
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Tarawaniwa!a.s: In Bombay stock exchange, the 
members are unofficialJy classified into two 
categories: Commission Brokers and Tara- 
waniwalas. Literally speaking, the word ‘tara- 
waniwala’ means one who takes away the cream 
of the business. Like the jobber, a tarawaniwala is 
a dealer in securities who transacts business in his 
own name and on his own behalf. Usually he spe¬ 
cialises in one or two securities. While operating 
as a dealer, the tarwaniwalas are also permitted to 
act as brokers Thus any tarawaniwala could 
purchase securities from his clients at lower 
pnees, or sell his own holding to them at a higher 
pnee Hence, to safeguard the interest ofinvestors 
it is provided under the Securities Contratts 
(Regulation) Act, that a member of any recog¬ 
nised stock exchange cannot transact business as 
principal. If he intends to do business as pnncipal 
with a non-member, he must get the authonty or 
consent of the person and disclose in the agree¬ 
ment that he is acting as principal. 

Authorised Clerks and Remisiers; As we have 
stated earlier, none but members are generally 
allowed to transact business on a stock exchange. 
However, some other persons are also allowed to 
transact business on ^half of members for the 
convenience of operations. They are; Authorised 
Clerks and Remisiers. 

Authorised Clerks- When any member is unable 
to cope with the business in hand, stock ex¬ 
changes permit him to employ clerks and assis¬ 
tants for help. Known as authorised clerks, they 
are permitted to transact business on behalf of 
their employer. They can sign on behalf of the 
member only when they carry a power of attorney 
from him. But they cannot make any bargain in 
them own name. 

Remisiers- In the Bombay Stock Exchange 
members are entitled to appoint agents to secure 
business for them. These agents are known as 
remisiers. A part of the commission earned by the 
members is paid out to the remisiers on the busi¬ 
ness secured by them. They are also known as half 


commission agents because their commission 
cannot exceed40 p.c. of the commission earned 
by members concerned, 

9.8 TYPES OF SPECULATORS 

Members who engage m speculation on the stock 
exchanges are given different names according to 
the nature of their speculative activity. Although 
there are a number of different types of specula¬ 
tors, two main categories are (i) Bulls, and 
(ii) Bears 

(i I Bull- Those who expect a rise in the price 
of certain securities and act on that basis are 
known as “Bull” speculators Ahull buys securi¬ 
ties in anticipation of a price nse (without taking 
actual delivery) and sell the same in future at the 
higher price. He is an optimist, that is, strongly 
hopes that the price will go up. A “Bull” specula¬ 
tor is so called because the bull is mostly found to 
throw Its victim up in the air. Just like the bull, a 
“Bull” speculator expects and often tries to push 
the prices up. He is also known as iejiwala. 

When buyers are more active than sellers of 
securities, it is known as ‘bullishness’ of the 
market, and the market as a ‘bull market'. Let us 
take an example of bull speculation. A speculator 
instructs his broker to buy for him 1000 shares of 
a company at Rs.lO each. There is no need for 
payment orreceivmg delivery of the shares at the 
time of the deal. Suppose on the date of settlement 
of the transaction, the price has gone up to Rs. 11 
per share, the speculator will at once ask the 
broker to sell the shares. It is again not a sale in the 
real sense. The settlement of the deal takes place 
by the speculator receiving the amount of profit, 
that is, the difference between the buying and 
selling prices as follows: 

Sale price of 1000 shares 

@Rs. Ileach Rs. 11,000 

(—) purchase price 

@ Rs. 10 each : 10,000 

Profit earned Rs. 1,000 
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If the pnce falls against the expectation, or it does 
notnse, the bull speculator suffers a loss. But he 
has also the option to carry forward the settlement 
to the next settlement day. For this purpose he has 
to pay a charge, which is known as contango He 
does this if he still expects the pnce to go up, and 
provided the price nse is such that he may cover 
the contango as well as make some profit In fact, 
if bulls become very active, the buying pressure 
may actually raise the pnce. 

(it }Bear; A bear speculator is one who antici¬ 
pates fall in the pnce of particular securities. He 
is also known as ‘mandiwala’ in the Bombay 
Stock Exchange. Since in the animal world, the 
bear has a tendency to press its victim down¬ 
wards, speculators who try to press down the 
prices are known as Bears. A bear sells secunties 
to take advantage of the expected fall in price by 
buying at a lower price against the earlier sale at 
a higher price In this case too, the selling and 
buying transactions are not undertaken in the real 
sense. If the pnce actually declines by the ume 
settlement is due, the speculator gets the differ¬ 
ence between the selling and buy ing prices, which 
is his profit. 

If sellers are more active in a market, it is 
known as “bearishness of the market” and the 
market as a ‘bearish market'. Let us take an 
example of bear speculation. A speculator ex¬ 
pects a fall in the pnce of shares of a company, and 
sells 500 shares at Rs. 15 each. Suppose on the 
settlement day, the price has dropped to Rs. 12 per 
share. The speculator will then make a deal to buy 
500 shares. The sale and purchase will be settled 
by payment of the speculator’s profit at Rs, 3 per- 
share by the other party. However, if the price 
does not fall orrises by the date of settlement, the 
bear speculator suffers a loss. But he is entitled to 
carry forward the settlement to the next settle¬ 
ment day. He can do so by paying a charge known 
as backwardation, if he still expects the price to 
decline so as to enable him cover the backwarda¬ 
tion charge and make a profit Actually the selling 


pressure generated by bears may bring down the 
price and the purpose of speculation is served. 

9.9 SPECULATION AND REGULATION 

OF STOCK EXCHANGES 
We have discussed earlier how certain benefits 
flow from speculative activities. The benefits 
anse mainly because such activiues are based on 
intelligent study and analysis of factors which 
influence the market trend of prices of different 
secunties. To be of use, it is also necessary that 
speculators must have adequate funds at their 
disposal to discharge their commitments relating 
to the transactions they undertake. When specula¬ 
tive activities are undertaken with these condi- 
Uons satisfied, it is known as ‘legitimate specula¬ 
tion’ and those engaging in it are known as 
‘genuine speculators’. If people engage m specu- 
lauon blindly and recklessly without having the 
necessary skill and knowledge or having ade¬ 
quate funds, it degenerates into gambling. Those 
who gamble not only bring about their own ruin 
because they are not capable of bearing losses, but 
those who transact business with them sooner or 
later become financially bankrupt. 

Excessive speculation is also harmful to the 
investing public. In a bullish market, security 
prices often go up very high due to the buying 
pressure of bulls. Many investors are attracted by 
it and the bull market becomes all the more acUve. 
But the artificially raised price cannot be sus¬ 
tained for long S ooner or later there is a crash, and 
a sharp all-round decline in pnees which contm- 
ues to intensify. As a result, many who had 
purchased certain securities with the hope of 
selling at a higher pnce, suffer heavy losses. With 
the sha-ie values declining, many companies are 
on the verge of liquidation. In this iwocess, stock 
maricet speculation, mstead of stabilising the 
prices of secunties, leads to periodic booms and 
slumps. 

Besides the above effects of speculation, a 
number of unfair practices and undesirable activi- 
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ties go in the name of speculation. Some of these 
malpractices are mentioned below; 

(i) Wash sales: Wash sales refer to fictitious 
transactions m wbch some speculators sell par¬ 
ticular securities and then buy the same at a h i gher 
price through some other brokers. This creates 
false and misleading opinions m the market about 
thepnce of securities. As a result the price records 
further rise and the broker-speculator is able to 
reap profits by selling his holdings to the public. 

(ii) Cornering- This refers to a situation in 
the stock market in which almost the entire supply 
of a particular SQCunly is held by an individual or 
group This creates a problem for bear-specula¬ 
tors who agreed to sell securities but did not 
possess the same. They would be unable to fulfill 
their commitment to the buyers who have 
cornered the securities. The bears will have no 
other alternative but to agree to the terms dictated 
by the buyers. 

(iii) Rigging; In a bullish market, the buyers 
may artificially force up the price of certain secu¬ 
rities. Those who hold large blocks of shares buy 
and sell their holdings to have a control over the 
market quotations, and then start selling (unload¬ 
ing) the shares gradually. This prevents free inter¬ 
play of demand and supply. Such undesirable 
operations by speculators are known as ‘rigging 
the market’. 

( iv) Blank tranter: When shares are sold by 
an operator to another person, there is an agree¬ 
ment of transfer (transfer deed) to be signed by 
both the parties. This enables the buyer to regis ter 
the transfer with the company. Thereby the name 
of the transferee (buyer) is recorded in the Regis¬ 
ter of Members of the company in place of the 
transferor (seller). When the name of the buyer is 
not mentioned in the transfer deed, and the seller 
only signs it is known as Blank Transfer In that 
case, transfer could take place a number of times 
withoutpayment of stamp duty, which is required 
to be paid for registration with the company. The 
practice of blank transfer does not require 


registration of temporary purchase and sale of 
shares, and encourage spcculaUon. Several other 
undesirable consequences follow. Since the name 
of the transferee is not disclosed, he can evade in¬ 
come-tax. Successive buyers do not have to pay 
the stamp duty. The transferees can control the 
management of companies without their names 
bemg disclosed. If the shares are partly paid-up, 
the transferors (sellers) remain liable for paying 
the uncalled portion for an indefinite penod 

9.9.1 Regulation of Stock Exchange 

Operations 

Due to the necessity of regulating and discourag¬ 
ing the malpractices and undesirable conse¬ 
quences flowing from speculative activities, the 
Government of India has powers of control over 
all stock exchanges provided under the Securities 
Contracts (Regulation) Act. Some of the more 
important regulatory provisions of the Act are 
oudined below: 

(i) Recognition of stock exchanges- Every 
stock exchange must secure recognition from the 
Central Government before it starts functioning 
Before recognition is granted, theCentral govern¬ 
ment has to satisfy itself about certain conditions 
being fulfilled, such as: (a) the rules and bye-laws 
of the exchange ensure fair dealing to the inves¬ 
tors and protect the interest of the investing pub¬ 
lic; (b) the exchange will act according to any 
condibon that may be laid down by government 
from time to time; (c) it is in the interest of the 
investing public, trade and industry that the stock 
exchange needs to be recognised. 

(li) Central government control: The Act 
contains several provisions to secure the working 
of stock exchange controlled by the Central 
Government. The exchanges are required to sub¬ 
mit periodical returns about their affairs to the 
government, and supply all information and 
explanation that may be asked for by the govern¬ 
ment. A copy of the annual report of every ex- 
cnange must be submitted to the government. The 
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Central Government is also empowered to order 
an enquiry into the affairs of a recognised stock 
exchange whenever necessary, and also direct the 
exchange to adopt or amend any rule. 

(hi) Covernment powers to regulate the 
working of stock exchanges. Under theprovisions 
of the Act, the Central Government has powers to 
regulate the followmg aspects of operations on a 
stock exchange; 

— Hours of trading on a stock exchange; 

— Regulation of blank transfer and cany 
over facilities: 

— Regulation of larawani business; 

— Fixation of the rates of brokerage (com¬ 
mission), fines, fees and penalties for de¬ 
fault or violation of rules; 

— Settlement of claims or disputes by arbi¬ 
tration. 

(iv) Control over speculation and regulation 
of undesirable activities: The following measures 
of control over speculation and other undesirable 
activities are provided for in theSecunties Actor 
the bye-laws and rules of stock exchanges; 

(i) Although blank transfer is not prohibited, it 
is discouraged by the Act which lays down 
that the transferee under such a transfer will 
not be entitled to the dividend on the shares 
acquired unless the transfer is registered 
with the company within 15 days of the date 
on which dividend became due. In this 
connection, the Companies Act has laid 
down as follows: Transfer of shares shall be 
made in prescribed form and presented to 
the Registrar of Companies, before it is 
signed by the transfer, for endorsement of 
the date of presentation The transfer deed 
is then to be delivered to the company for 
registration of the transfer, This must be 
done, in the case of listed secunties, before 
thefirstclosing of theRegistcr ofMembers 
after the date of presentation, and m the 
case of unlisted securities, within two 
months after the date of presentation. 


(ii) Undesirable practices like wash sales, cor¬ 
nering, rigging, etc. attract severe penalties 
under the bye-laws of most recognised 
stock exchanges. 

9.10 TERMS USED IN STOCK 
EXCHANGE QUOTATIONS 

When prices are quoted in connection with stock 
exchange deals and in the process of bargaining 
between buyers and sellers, different terms are 
used, some of which are bnefly explamed below 

(i) Spot delivery It refers to a transaction or 
contract in which theparties agree to take delivery 
and pay for ihesecundes. A spot delivery contract 
IS expected to be settled on the same day or withm 
a short period of time, usually a week. 

(ii) Forward de livery The term refers to con¬ 
tracts in which the transactions are expected to be 
settled on fixed settlement days occurring at fort¬ 
nightly intervals, If the parties so agree, the date 
of settlement can be postponed by carry over the 
deal from one settlement day to the next, 

(tii) Ex-dividend (or Ex-div}: The prices of 
secunties bought and sold are sometimes quoted 
‘ex-dividend’ or ‘ex-div.’ Itmeans that the buyer 
agrees to acquire the shares without the right to 
receive dividends, if any, declared by the com¬ 
pany. The ex-dividendpricepaid does notinclude 
the amount of dividend which the company may 
declare. If the company has declared that the 
Share Registers have been closed, or will be 
closed on a certain date and the buyer cannot get 
his name registered in time, the shares are gener¬ 
ally acquired at ex-dividend price. 

(iv) Cum-dividend (or Cum-div.): Share 
prices are quoted Cum-dividend (or cum-div.) 
When the buyer of shares acquires the right to 
receive the amount of dividend declared by the 
company but not yetpaid. The pnee paid includes 
the dividend receivable, and is therefore higher 
than the pnee which would have been paid 
otherwise. 
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SUMMARY 


1. Stock Exchange 

Stock Exchange is an organised muiket for the purchase and sale of securities. It is ubflnod ns tin 
association, organisation or body of individuals established for the purpose of assisting and control¬ 
ling business m buying, selling and dealing in securities. 

2. Role of Stock Exchange 

The role of stocH exc^ionges m a competitive economy is of vital iniportance because tliey help tne 
industrial growth and development which depend on capital formation. Stock exchanges encourage 
savings and investment by the pubUc by providmg safety, liquidity, and profitability of investment 
in secuniies 

3. Listing of Securities 

Listing ofsecuritiis lefeis la the tnclusion of securities In the offielsJ list of securities which tre 
pemiitted to be traded on a stock exchange, 

4. Functions of Stock Exchange 

The mote important/une/ions cfa stock exchange are as follows: 

(1) It provides a ready market and facilitates easy marketability of securitiea. 

(ii) It ensures appropriate conditions for purchase and sale of securities to take place at fair and 
reasonable price. 

(lii) It protects the interest of investors through strict enforcement of rules and regulations with 
respect to dealings. 

(iv) Management of companies are influenced to a great extent by slock exchanges in the public 
mterest. 

(v) It ensures invesiible funds or capital to flow mto the most prolitable enteipnses. 

(vi) The stock exchange encourages savings and investment by the publicity given about dif fnent 
types of securities bemg traded along with the price quotations. 

(vu) The demand and su^ly of particular securities are equalised and price fluctuations kept 
within limits due to the facilides provided by the stock exchange for buying and sellmg 
securities. 

5. Stock Exchanges In the Country 

There are 14 recognised slock exchanges in India located ot: Ahmedabod, Bangalore, Bombay, 
Calcutta, Cochin, Delhi, Guwahati, Hyderabad, Indore, Jaipur, Kanpur, Ludhiana, Madras, Pune. 
Some of these exchanges are voluntary associations, some are public limited companies, and some 
ore companies limited by guarantee. 

6. Speculation 

Speculation or speculative activity on a stock exchange refers to the buymg and selling of securi¬ 
ties in the hope of a profit from anticipated changes in their prices. Those who engage in such 
activiries are known as .speculators. 

Usually the speculator does not take delivery of the securities purchased by him. Nor is deliv ety 
given on sale of securities. Thespeculator only receives or pays the difference between the purchase 
and sale prices as the case may be 
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The benefits of speculation arc as follows 

(a; It leatli to smoolher change and prevents wide fluttuatlons of secunty pnccs. 

(b) Wide fluctuations in sccuruy prices are also prevented at dilferent places by the act of 
speculators, 

(c) The resulting clfect of spceulalion onsecuiity prices provides a guidance to the public about the 
market situation. 

7. Investors 

Generally speaking, investors arc those who purchase securities to earn income by way of dividends 
and interest, and sell securities they hold for ready cash. Speculators are those who buy or sell 
securities to earn profit from anticipated changes m ihepnces thereof 

8. Speculation and Gambling 

Speculation and ga/abling appear to be the same, but there are certain differences between the two 
types of activ ities, (i) Speculation Is based on knowledge and foruighl. Oambllng is based on chance 
of events happen{ng>, (ii| Gambling is Illegal. Speculation is a lapj^u] activity, (lli) Speculation 
performs certain economic fbnetions. Gambling has no benefita to offer to the economy, (iv) 
Speculators bear the risk of loss on the basis of logical reasoning. Gamblers assume risks of loss on 
the basis of blind and reckless expectations. 

9. Broker, Jobber and Tarawanlwala 

There are two broad categories of members who transact business on the stock exchange; (i) Broker, 
and (ii) Jobber. A broker is a commission agent who transacts business with non-members or other 
members He acts for commission and deals with a large number of clients A jobber is an 
independent dealer. He can purchase and sell secundes directly and can deal with a broker or another 
jobber. He is a dealer in his own right 

ATaraivaniwala, like the jobber, is adealer insecurities who transacts busmess mhisownname 
and on his own behalf. He can also act as a broker. 

10. Authorised Clerks & Remisiers 

When any member is unable to cope with his business alone, he is permitted by the slock exchange 
to employ clerks and assistants for help Known as authorised clerks, they iransactbusiness on behalf 
of their employer. Remisiers are agents of members. They are ^pointed to secure business for the 
members and earn a part of the commission on the business secured. 

11. Types of Speculators 

Speculators aregivendiffcrentnames accordmg to thenatureof their speculative activity. Two mam 
types of speculators are' Bulls indBears A 'bull' speculator buys securities m anticipationof apnee 
rise (without taking acmal delivery) and sell the same in future at a higher price He is also known 
as “tejiwala". If his expectation comes mie, he makes profit. If the price falls or does not rise, the 
bull speculator suffers loss But he has also the option to cany forward the deal to the next settlement 
day. For this purpose he has to pay a charge known as ‘contango’. 

A ‘bear’ speculator is one who sells securities in andciiiation of a fall in the price If the 
expectauon comes true, he buys at a lower pnee against his earher sale at a higher price and makes 
aprofit.He is also known as “n^andiwala” in the Bombay StockExchange However, if ihepncc does 
not fall orrises, the speculator suffers aloss.To avoid it, he may carry forward the transaction to the 
next settlement day on payment of a charge known as ‘backwardation’. 
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12. ElTects of Speculation 

Often tpeculation leads to harmful effects and is associated with malpracUces of different kinds. It 
degenerates into gambling when speculators act blmdly or do not possess the necessary skill and 
knowledge, or they do nolhave adequate funds to meet their commitments Excessive speculation 
may lead to periodic booms and slumps instead to stability of security prices. Malpractices and 
undesirable activities of speculation mclude wash sales, cornering, riggmg, blank transfer, etc. 

13. Regulation of Stock Exchange ^ 

Someof the more important provisions of the Securities Contracts (Regulation) Act to regulate stock 
exchange operations relate to 

(i) Recogmlion of stock exchange, 

(ii) Central government control over stock exchanges; 

(m) Government powers to regulate the workmg of stock exchanges, 

(iv) Control over speculation and regulation of undesirable activities under the bye-laws of 
exchanges 

14. Terms Used In Stock Exchange Quotations 

Some of the terms used m connection with stock exchange price quotations axe: 

Spot delivery ■ Contracts m which the parties agree to take delivery and pay for the securities within 
short period, usually a week 

Forward delivery. Contracts in which transactions are expected to be settled on fixed settlement days 
occurring at fortmghtly intervals 

Ex-dividend quotation means that the buyer agrees to acquire the shares without the right to receive 
the dividend, if any, declared by the company. 

Cum-dividend price is quoted when the buyer of shares acquues the nght to receive the amount of 
dividend declared by the company but not yet paid. 


QUESTIONS 

1. OBJECTIVE TYPE QUESTIONS 

Match the expressions in columns A andB by pairmg the serial numbers and alphabets; 



Column A 


Column B 

(0 

Purchase in anticipation of nse m pnccs 

(t) 

Bear 

(U) 

Fixed commission 

(b) 

Carry over 

-(Hi) 

Independent dealer 

(<=) 

Broker 

(iv) 

Selling m anticipation of fall m price 

(d) 

Bull 

(V) 

Posqxjiung the settlement 

(e) 

Tarawaniwala 


Which of the following statements are n^t and which are wrong? 

1. TTieie is no difference between speculation and gambling 

2 The bull speculators always make profit and bear speculators always suffer loss 

3 Brokers deal in a large number of different securities. 
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4 Blank transfer is discouraged but not prohibited 

5 A jobber can deal with only other jobbers, 

Fill in the blanks 

(1) A broker can transact business for his chents only through_. 

(2) Profits earned by jobbers are known as_. 

(3) Stock exchanges protect the interest of_. 

(4) A jobber is a_speculator. 

(5) Wash sales are_transactions. 

(6) The stock exchange is regarded as a_of economic and industrial 

health 

n. SHORT-ANSWER TYPE QUESTIONS 

1, Define a stock exchange 

2 Name the location of at least five recognised stock exchanges 

3 What do you understand by speculation 1 Briefly state the benefits of speculation. 

4 State bnefly the difference between: 

(i) Speculation and gamblmg; 

(ii) Speculator and mvestor. 

5. B riefly explain with an example the nature of 

(i) Bull speculation: 

(ii) Bear speculation, 

6 Distinguish between (a) Broker and Jobber, 

(b)Ex-div„ andCum-div quotations 

m ESSAY TYPE QUESTIONS 

1 Explam die nature of speculative activities of bulls and bears. What are the benefits of 
speculation ? 

2 Discuss the unportance of stock exchanges m a competitive economy What are their 
functions 

3. What are the evils of speculation ? How are these i egulated ? 

4. Explam what is meant by 'Listmg of securities’. What are the conditions to be satisfied by a 

company for listmg of shares T « 



Chapter 10 



LEARNING OBJECTIVES 

After reading this chapter, you should be able to. 

1. explain the meaning and types of internal trade; 

2. desenbe the functions of wholesale trade; 

3. discuss the functions and services of retailers; 

4. enumerate the types of retail organisations, 

5. recognise the charactenstics of retail organisations. 
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10.1 INTRODUCTION 

Trade is an important part of commerce It refers 
to the sale, transfer or exchange of goods and 
services for a certain price. Exchange of goods 
and services, therefore is the basis of trade. 

Trade can be classified into two broad cate- 
gones as follows: 

(i) Internal trade 
(li) External trade. 

10.2 INTERNAL OR HOME TRADE 

When buying and selling of goods and services 
takes place within a country, it is referred to as 
internal trade or home trade Some of the impor¬ 
tant features of such trade are- 
(i) all payments are made in the national cur¬ 
rency; 

(li) generally there are no restrictions on the 
movement of goods; and 
(iii) several alternative modes of transport are 
available for carrying goods 
On the basis of the scale of operations, inter¬ 
nal trade can be broadly sub-divided into two 
categories: 

(i) Wholesale trade 

(ii) Retail trade 

10.3 WHOLESALE TRADE 

Wholesale trade consists of buying goods direcUy 
from the producers or manufacturers and selling 
them to retailers in relatively small quantities. 
Wholesalers are those businessmen who buy and 
resell merchandise to retailers and other firms but 
do not generally supply goods to the ultimate 
consumers, They generally deal in a particular 
line of goods like textiles, paper, food grains, etc. 
They provide a vital link between producers and 
retailers. In other words, wholesalers act as 
middle-men or intermedianes in the distribution 
of goods and services. 


10.3.1 Types of Wholesalers 

Depending upon their activities, we may classify 
wholesalers into three types, namely 

(i) Manufacturer wholesalers; 

(ii) Retailer wholesalers; and 
(ill) Pure wholesalers 

fi) Manufacturer wholesalers: These whole¬ 
salers undertake manufacture of goods as weU as 
their distnbution directly to retailers. They usu¬ 
ally do not deal in goods manufactured by other 
firms. By combining the activities of manufactur¬ 
ing and distnbubon, they are in a position to 
minimise their overhead expenses on transporta¬ 
tion, warehousing etc 

(it) Retailer wholesalers A retailer whole¬ 
saler IS one who, besides selling goods to retailers 
also deals directly wi th the ultimate consumers, In 
thrs way he is able to establish direct contact with 
die consumers so as to get prompt information re¬ 
lating to their preferences. Besides, itenables him 
to reduce the distnbution costs and increase his 
margin of profit 

(in) Pure wholesalers: Pure wholesalers 
concentrate on buying from other producers or 
distnbutors and selling only to the retailers. They 
do not engage in production or direct sale to con¬ 
sumers. Such a wholesaler is thus able to better 
serve the manufacturers as well as retailers. 

10.3.2 Functions of Wholesalers 

As stated earlier, the wholesaler acts as an impor¬ 
tant link in the chain of distribution of goods 
between the producer and the ultimate consumer, 
As an intermediary, he performs a number of 
functions. Tliese are outlined below. 

(ij Assembling of goods Wholesalers pro¬ 
cure goods from different manufacturers and 
collect the same at one place They maintain 
adequate stock of these goods so that they are 
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available to the retailers as and when required, 

(ii) Physical distribution Wholesalers help 
in physically moving the goods as well as the 
transfer ol ownership from producers to the retail¬ 
ers. The retailers m turn transfer the same to the 
ultimate consumer or users, 

(ill) Breaking the bulk: Breaking the bulk 
refers to the task of dividing larger quantities into 
smaller lots. Wholesalers perform this function 
by buying goods in large quantities and selling 
them in relatively smaller quantities 

(iv) Storage: Wholesalers arrange for the 
storage of goods till they are sold to the retailer. 
To that extent they relieve the manufacturers and 
retailers of the burden of holding large stocks and 
providing storage space for the same. 

(v) Grading and packaging: Wholesalers 
son out the various products according to their 
quality and certain standards This function is 
known as grading. On the basis of grading, goods 
are then packed in convenient lots so that they can 
be sold to the retailers and other users. 

(vi) Financing: The wholesalers generally 
purchase goods from the producers on cash basis 
and advance money to producers against big 
orders. They also extend credit facilities to retail¬ 
ers 

(vii) Risk of distribution. Till the time goods 
are sold, wholesalers bear the nsks of distnbu- 
tion, which may occur due to spoilage or damage 
of goods, changes in demand and pnces, etc 

(viii) Stimulation of demand. Wholesalers 
also assist in the dispersal of goods by undertak¬ 
ing various activities like advertising, personal 
selling, and sales promotion. This goes a long way 
in increasing the demand for goods produced. 

10.3.3 Services of Wholesalers 

The functions descnbed above suggest that the 
wholesalers render vanous services to the manu¬ 
facturers and retailers. Some of the important 


services are descnbed below: 

Services to manufacturers 

(i) Economies of scale- The wholesalers 
collect small orders from retailers and procures in 
bulk from the manufacturers. This enables goods 
to be produced on a large scale and cost of 
production to be minimised. 

(ii) Marketing information: The wholesal¬ 
ers collect important marketing information with 
respect to changes in demand, competition etc. 
from the retailers who are in dmect touch with the 
consumers. Such information is then passed on to 
the manufacturers, which makes it possible for 
them to develop plans for the marketing of their 
goods 

(Hi) Help in distribution- The wholesalers 
help m dislnbuting goods of different producers 
through retailers for the use of ultimate consum¬ 
ers Manufacturers are thereby able to reach cus¬ 
tomers scattered ovei different geographical re¬ 
gions. 

(iv) Warehousing: Since wholesalers gener¬ 
ally have to maintain large stocks of goods, the 
manufacturers are not required to anange storage 
facilities of their own. This reduces their total cost 
of operation. 

(vj Financial support The wholesalers pro¬ 
vide financial assistance by making advances to 
manufacturers specially when they place orders 
for bulk supply of goods. 

(vi) Concentration on production Since 
wholesalers take care of the distribution of goods, 
the producers are relieved of their marketing re¬ 
sponsibilities. This enables them to concentrate 
more on manufacturing activities. 

(vii) Regular supply of products. Goods 
produced by different manufacturers are usually 
held in stock by the wholesalers. This helps in 
maintaining regular supply of the goods, spe¬ 
cially dunng penods of increased demand. It also 
helps in stabilising the pnces of the products 
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Services to Retailers 

(i) Sources of ready supply A retailer is re¬ 
quired to maintain stock of a large variety of 
goods in sufficient quantity, to satisfy varying 
needs of the customers But it may not be practi¬ 
cable for him to collect such a variety from 
different manufacturers directly. Wholesalers, 
help him in this regard by providing different 
varieties of goods in small quantity as and when 
requu-cd 

(ii) Warehousing In order to maintain large 
stocks of goods at all times, wholesalers have to 
provide for warehousing facilities for the goods. 
This relieves the retailers of the need for holding 
large stocks and making storage arrangements for 
the same 

(lit) Financing Wholesalers supply goods 
to the retailers on credit. The retailers generally 
pay back when their own customers clear their 
dues This facilitates the retail business to be 
earned on with a relatively smaller amount of 
working capital. 

(tv) Assumption of risk- Retailers need not 
assume the nsks in respiect of spoilage or damage 
of goods, or risks of loss on account of changing 
demand, as they do not have to maintain large 
stock of goods at all times All such nsks are borne 
by the wholesalers 

(v) Advice to retailers ■ By virtue of their ex¬ 
perience in the trade, wholesalers are more in¬ 
formed about different products in the market. 
They are in a position to advise the retailer on 
important matters, such as quality, durability, 
price and timings of purchase. They also give 
information about the new products entenng the 
markeL 

10.4 RETAIL TRADE 

Retail trade is concerned with the distribuhon of 
goods to the ultimate consumers or users. It in¬ 
volves buyingfrom'wholesalersor manufacturers 
and selhng directly to the ultimate consumers. 


SomeUmes, manufacturers and wholesalers sell 
goods to the ultimate consumers Thus, they may 
be regarded as engaged in retailing business 
However, retail trade is mostly carried on by 
retailers (those who run small shops or stores) 
who neither manufacture goods nor undertake 
wholesale business. 

The business of a retailer is usually local in 
character. Buthe has to maintain stock of a variety 
of goods, in order to satisfy the needs of different 
consumers 

10.4.1 Functions of Retailers 

A retailer is an important link between wholesal¬ 
ers and consumers In the absence of retailers it 
would be almost impossible to make available 
goods produced by manufacturers, to people liv¬ 
ing in different parts of a country On the one 
hand, he provides an outlet for the suppliers and 
on the other he facilitates the sale of goods to a 
large number customers While performing this 
dual role, a retailer undertakes various functions, 
which are described below: 

(i) Assembling goods' A retailer procures 
different vaneties of goods and holds adequate 
stock of the same. Thus, he is able to satisfy 
different types of requirements of the consumers, 

(li) Storing A retailer stores adequate quan¬ 
tities of vanous goods so as to maintain continu¬ 
ous supply to the consumers, 

(ill) Personal selling ■ Promotion of sales is 
most effective through retailers because he is in 
direct contact with the consumers. He can advise 
and guide the customers in the selection of goods 
and easily persuade them to buy the products. 

(iv) Risk bearing. Even though the retailer 
supplies goods in small quantities he has to bear 
all the risks of business such as the risks of loss or 
damage, changing demand and prices, etc 

(v) Grading and packaging ' Sometimes, re¬ 
tailers have to sort out goods according to the 
quality and other requirements. They also make 
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suitable package for convenience of sale to the 
consumers. For example, pulses and spices are 
graded and put in small packets for sale by most 
grocers. 

(vi) Sales promotion. Anotlier very impor¬ 
tant function of a retailer is sales promotion. 
Through effective display, shelf spacing, and 
various personal services like tree home delivery, 
replacement etc. which they provide to them cus¬ 
tomers. 

(vii) Market information' As retailers are in 
direct personal touch with the consumers, they are 
often helpful in providing useful market informa¬ 
tion to the wholesalers and manufacturers regard¬ 
ing changes in consumers tastes and preferences 
as well as the availabdity of competing goods. 

(mi) Financing: The retailers generally ex¬ 
tend credit facilities to their regular customers. 
This increases the volume of their business. 

10.4,2 Service of Retailers 

We have discussed above the vanous functions 
performed by retailers. These funebons are bene¬ 
ficial to the consumers, wholesalers as well as the 
manufacturers in different ways, Let us now 
examine the services of retailers to the respective 
groups. 

Service to consumers 

(i) Regular availability of goods. Retailers 
maintain adequate stocks of a variety of goods, 
needed by the consumers This enables the con¬ 
sumers to buy goods which may be required by 
them from time to dme. Customers are thereby 
assured of regular supply of goods, which they 
may buy in small quantities. 

(ii) Wide selections: Different varieties of 
goods are offered for sale by retailers. This makes 
it possible for the consumers to select goods of 
their choice after comparing the suitability of al¬ 
ternative Items. 

(iii) Credit facilities :Ret3i\as often supply 
goods on credit to their regular customers. Thisis 


of great advantage to the consumers who belong 
to the salaned class. Somebmes to promote the 
sales of durable goods like TV and refngerators, 
retailers also offer credit facilities to customers. 

(iv) Freedom to buy in small quantities. The 
retailers provide their customers the facility of 
buying goods in small quantibes according to 
their requirements and ability to pay. 

(vj New product information' By arranging 
effective display, and through his personal con¬ 
tact a retailer is able to bring to the notice of 
customers the arrival of new products in the 
market and their special features 

(vi) Personal services. Retailers sometimes 
provide certain personal services hke free home 
delivery to attract customers. They may also 
provide after sales services like supply of spare 
parts, repairs etc. m the case of certain products 
such as domestic electrical equipments. 

(vii) Convenient location' Retailers gener¬ 
ally run them business nearest to the residential 
areas. Hence, consumers find it easy to make their 
purchases from retailers without travelling long 
distances. 

Services to wholesalers and producers 

(i) Distribution of goods' The most impor¬ 
tant service of retailers is to enable the wholesal¬ 
ers and producers to reach the final consumers 
who may be widely located and thereby making 
goods easily available to the maximum number of 
people. 

(ii) Market information ■ Retailers are able to 
provide useful informabon to the wholesalers and 
producers regarding market condibons like 
changes in customer preferences, demand etc. 
This becomes possible as the retailers are in 
regular contact with the consumers. 

(iii) Sales promotion: From time to time 
manufacturers and disbibutors adopt various 
short-term methods of sales promobon such as 
contests, coupons, free gifts etc. Without the 
active mvolvement of theretailers, it would not be 
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possible for them to implement such schemes. 

(iv) Personal selling: Some sort of personal 
selling effort or salesmanship is always needed to 
persuade customers in making purchases Retail¬ 
ers being the final link in the chain of distribution 
of goods perform this function in course of their 
acbvities. This is of great help to the 
manufacturers as well as the wholesalers. 

(v) Enables large Scale operation. Manufac¬ 
turers and wholesalers are able to carry on their 
activities on a large scale This is possible due to 
the services of retailers who undertake sale of 
goods in small quantities to the consumers. 

10.5 TYPES OF RETAIL ORGANISATION 
Broadly speaking retail organisations may be 
classified into two main categones" (i) Ihnerant 


traders; and (li) Fixed shop retailers 

Itinerant retailers generally include vendors 
like hawkers, street traders, etc These retailers, 
keep on moving from place to place to serve their 
customers They deal m low-pnced consumer 
goods of regular use such as household utensils, 
toys, bangles, and miscellaneous articles of small 
value Fixed shop retailers on the other hand do 
not move from place to place in search of custom¬ 
ers They maintain permanent shops or stores to 
sell their goods A retail store may deal in a variety 
of goods of daily necessity such as food stuffs, 
stationery etc. or a particular line of goods like 
texules, ready-made garments, radio, television, 
etc. 

Let us discuss the characterisucs of vanous 
types of itinerant traders and fixed shop retailers 
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10,5.1 Ilinerant Retailers 

Itinerant traders are found in all cities, towns as 
well as villages. The most common types of such 
traders are the following; 

(i) Hawkers and pedlars: Hawkers and ped¬ 
lars usually carry goods themselves either in a 
basket or in shoulder bags, or on a flat tray 
hanging from strings. Many of them use push 
carts on wheels, or bicycles or beasts of burden. 
They move about in residential areas and call out 
the names of articles they are selling, Hawkers 
also sell their wares in local trains and buses, in 
front of railway stations, at bus terminals and on 
busy roads. 

Hawkers and pedlars generally deal in ordi¬ 
nary, non-standard articles. These may be vege¬ 
tables, fruits, ice-cream, lozenges, utensils, toys, 
bangles, pen, paper, knives, etc. Convenience of 
buying IS the mam advantage derived by custom¬ 
ers from this type of retail traders Housewives 
particularly find it very convenient to buy things 
at their doorsteps. But hawkers normally do not 
carry different varieties of the same product 
Thus, customers have limited choice. 

(ii) Market traders: Retailers who sell their 
articles at different places on fixed market dates 
are called market traders. Weekly markets or 
‘hats’ are held customarily in many villages and 
towns. Market traders also include those retailers 
who set up stalls at ‘melas’ or fairs and exhibitions 
which are organised from time to time or on 
special occasions like Diwali, Christmas,etc. In 
weekly markets, these traders sell all kinds of 
goods, like foodgrains, vegetables, utensils, toys, 
cloth, garments, etc. In ‘melas’ and fairs some 
traders also sell ladies bags, shoes, stationery, 
toiletarticles, etc. Their customers include people 
from nearby places 

(ill) Street traders This type of retailers gen¬ 
erally spread their articles on pavements at busy 
street comers, or near railway stations or bus 
terminals. Many people find it convenient to buy 


consumer goods of daily use on their way to work 
or while returning home. They stop for a while to 
make purchases from the pavement traders. 
These retailers generally deal in low-pnced prod¬ 
ucts of common use including stationery, ready¬ 
made garments, magazines and newspapers, bis¬ 
cuits, confectionary, and the like. 

(iv) Cheap jacks: This type of retailers setup 
their place of business temporarily in a business 
locality, and keep on shifting the location from 
one locality to another, depending upon the po¬ 
tentiality of sale, But change of place is not as 
frequent as in the case of hawkers, pedlars or 
market traders. Like street traders, cheap jacks 
also deal in consumer items and help consumers 
by making goods available where needed. 

10.5.2 Fixed Shop Retailers 

Retail traders who run their business m fixed 
shops are known as fixed shop retailers. Depend¬ 
ing upon the scale of their operations, fixed shop 
retailers may be of two types; (i) small scale 
retailers, and (ii) large scale. The various types of 
retailers in these two broad categories are de- 
scnbed below. 

(i)Small scale retailers: Fixed shop retail traders 
who run then business on a small scale generally 
locate their shops in markets or residential areas. 
These retail shops are of five types: 

(a) General stores; 

(b) Single line stores; 

(c) Speciality shops; 

(d) Street Shops; and 

(e) Seconds shops 

(a) General stores: These are retail stores 
which deal in different kinds of consumer goods 
of daily use. The range of articles may include 
grocery items, stationery, packaged tea, edible 
oil, soap, toothpaste, hair oil, pen, pencils, con¬ 
fectionary, soft drinks, bread, butter etc. Some of 
these stores sell a variety of stationery and hosiery 
goods, toiletries, handkerchiefs, towels. 
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undergarments, and so on. Vanous kinds of stan¬ 
dard goods of popular brand are available in a 
general store. Thus, customers can purchase most 
of thdir requirements at one place and thereby 
save time and effort of going to different shops. 
Sometimes the stores also offer special facilities 
to regular customers, like free home delivery, 
monthly credit, etc. However, only a limited - 
variety of particular goods are available in these 
stores. 

(b) Smgle-hne stores- This type of retail 
shops generally deal in particular line of products, 
such as ready-made garments, books, medicines, 
watches, shoes, leather goods, etc. Hence, these 
shops are known as single line stores. They often 
stock goods of different qualities, size, design, 
etc. in the same product line to suit the require¬ 
ments of customers The shops are usually located 
in markets or near busy street crossings of cities 
and towns. 

(c) Speciality shops ■ Retail shops which spe¬ 
cialise m a single type of product instead of 
dealing in a line of products are known as speci¬ 
ality shops. Shops dealing in children’s books, or 
ladies' garments, instead of all types of books, or 
garments for all, are typical examples of special¬ 
ity shops, These shops are located mostly in 
central places. 

(d) Street shops: These are very small retail 
shops which are also known as ‘street stalls’. The 
stalls are set up by fixing shelves on a wall, or 
placing a table, or making a platform or stand to 
display the goods. Low-priced articles are gener¬ 
ally sold in these stalls such as, hosiery, ball-point 
pens, cosmetics, magazines and story books, and 
the like. They are found located at street crossings 
or on main roads. 

(e) Seconds shops: These shops sell second 
hand goods of different kinds, like furniture, 
books, clothes, and other household articles such 
as wall clock, table lamps etc. People who cannot 
afford to buy things new generally look for 


second hand goods. Rare ob)ects of histoncal 
value or rare old books, also sell in the seconds 
shops. Customers looking for such items often 
pay very high pnees to procure them. 

(ii) Large scale retailers In large scale letaibng, 
sale of goods, like that of any other retailer, is in 
small quanbties. It is the volume and variety of 
goods dealt with that is large. Thus, large scale 
retailing may be defined as retail trade involving 
operations on a large scale and sale of goods in 
small quantities. There are different forms in 
which large scale retailing may be organised. The 
most common forms are: 

(a) Departmental store; 

(b) Multiple shops or chain store; 

(c) Mail order house; 

(d) Co-operadve store; and 

(e) Super bazar. 

(a) Departmental Store. A departmental store is 
a retail organisation which offers a variety of 
products in separate departments under one roof. 
It is a large establishment having number of de¬ 
partments, each confined to a particular line of 
goods, like toiletries, medicines, furniture, books 
and stationery, electronic goods, clothing and 
dress material and so on Each of the departments 
IS like a separate shop. Centrally purchasing, 
selling, accounting and administrative matters of 
the department are managed by the departmental 
managers. However, all the departments are co¬ 
ordinated and controlled by the General Manager 
as head of the central organisation. 

The mam features of departmental stores are 
as follows: 

— A wide range of products from low-priced 
items to very expensive goods are dealt 
with in separate departments under one 
roof. 

— The store is departmentally organised. 
Goods offered for sale are classified and 
each department specialises in a particular 
line of goods. 
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— Purchases are made centrally. Sometimes, 
the departmental managers are entrusted 
with this task 

— Taken as a whole, the store represents a 
complete shopping centre which caters to 
the needs of all categories of consumers, 
men and women, young and old. 

— They are located in central places so that 
people may conveniently reach there from 
different parts of the city. 

— Departmental stores provide a number of 
services and facilities to the customers like 
rest rooms, telephone booths, restaurant, 
etc, 

Advantages 

Some of the major advantages of retailing 
through Departmental stores are as follows; 

(i) Central location. As these stores arc lo¬ 
cated at central places, they attract large number 
of customers dunng the day. 

(it) Shopping facility: These stores offer a 
large vanety of goods under one roof The shop¬ 
ping facility enables customers to save the time 
and effort of making purchases at different places. 

(hi) Benefits of large scale' As the depart¬ 
mental stores are organised on a large scale all the 
benefits of large scale operation, particularly in 
respect of purchase of goods, are available to 
them 

(iv) Expert services: Because of their rela¬ 
tively sound financial position, the departmental 
stores are tn a better position to avail of the 
services of experts, in buying quality products at 
reasonable prices, in promoting sales, and the 
like. 

(v) Financial resources: Having large finan¬ 
cial resources, departmental stores are able to 
spend considerable amounts on advertising and 
sales promotion which go a long way to increase 


their sales 

(vi) Services to customers: Departmental 
Stores provid vanous services to the customers 
which may include home delivery of goods, tele¬ 
phone facilities, credit and provision ofrestroom, 
restaurant, hair dressing saloon. 

Limitations of departmental stores 

Although retail selling through departmental 
stores has several advantages, it has also certain 
limitations; 

(i) Lackofpersonal attention 'Because of the 
large scale of operation, it is very difficult to 
provide adequate personal attention to the cus¬ 
tomers in a departmental store, 

(ii) High operating Cost: The expenses of 
departmental stores on advertising, window dis¬ 
play, interior decoration and provision of facili¬ 
ties, etc. make their operating cost, relatively 
higher than small scale retail shops. Hence the 
sale price of the goods is somewhat higher. 

(ill) A departmental store requires huge capi¬ 
tal to be invested. The cost of establishing it and 
the running costs of operation are too high. 

(iv) Many people do not like to travel a long 
distance to reach centrally located departmental 
stores, particularly for buymg articles of daily 
use 

Inspite of some of these limitadons the 
departmental stores have been very popular in 
some of the western countries of the world. 
However, this type of retail organisabons have 
not grown in our country, except in big cities like 
Bombay 

(b) Multiple shops or chain stores' Multiple 
Shops refer to retail shops owned and controlled 
by a single organisation and located in different 
parts of a city or throughout the country. These 
shops are also known as chain stores. Multiple 
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shops deal in a limited vanety of products. The 
same line of products are available in every shop 
which is run by a manager, The goods are cen¬ 
trally purchased or produced. Pnces are also fixed 
by the Central Office. Goods are supplied to each 
store from time to time according to the require¬ 
ments. There is uniformity in the outward scttmg 
and interior display of products of all the stores. 
Chain stbres may be set up by manufacturing or 
trading companies. In India, manufacturing 
companies like Mafatlal, DCM, National Textile 
Corporation and Bata have established their own 
chain stores. 

Advantages 

(i) Economies of scale- Because of large 
scale organisation of retading with manufactur¬ 
ing or procurement there is considerable econ¬ 
omy in the cost of operation of muldple shops. 

(ii) Standardised products These shops deal 
only m standardised products; hence the buyers 
are reasonably assured about the quality of the 
products. 

(lii) Spreading of risk' Since such shops are 
situated in different localities of a city the busi¬ 
ness risk IS minimised For example, a particular 
item is not m demand at one store, it may be sent 
to another store or, if a store is not doing well, it 
may be shifted or closed altogether 

(iv) Attractive location: Usually most of the 
chain stores are situated at residential locations, 
or in busy shopping centres. This enables the 
stores to serve large numbers of customers during 
best part of the day. 

(v) No bad debts: As a matter of policy goods 

are sold on cash only; hence, there is no risk of any 
bad debt in such shops. ^ 

(vi) Easy identification: As multiple shops 
have uniform external appearance and internal 


display, they are easily identifiable by the cus¬ 
tomers and others. 

(vii) Centralised advertising: Most of the ad¬ 
vertising for all the branches is done by the central 
office which bnngs economics of scale in this 
regard also. 

Disadvantages 

(i) Individual tastes not satined As these 
shops deal in standard products it is not possible 
to satisfy different types of customers in situ¬ 
ations where individual tastes and design of the 
products play an important role. 

(ii) Limited range of goods Multiple shops 
deal in a limi ted range of goods, and customers do 
not have wide choice. 

(ill) Inflexibility of operation Each shop is 
centrally controlled, there are uniform policies 
adopted for all with respect to pnce, etc This 
prevents the shop managers from adjusting to 
local conditions and opportunmes 

(iv) Absence of initiative The branch man¬ 
ager of a multiple shop is just like a head sales¬ 
man. He has no initiative, no voice in making 
purchases and fixing prices ot the goods Thus 
there is bck of initiative on his part. 

(v) Divided attention: Manufacturers under¬ 
taking retail distribution through multiple shops, 
have their attention divided between production 
anddistnbulions. They may notbeinaposition to 
attend to both these functions with equal effi¬ 
ciency. 

Departmental Store Vs Multiple Shops 

Both Departmental S tores and Multiple shops are 
forms of large scale retail organisation. But there 
are certain differences between the two, which are 
explained belqw: 
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Deparlmenlat Stores 

Multiple Shops 

1 

Objects 

IIprovides goods to satisfy all requirements 
of the customers at one place. 

They deal in a Limited range of merchandise, 
mostly standard consumer products, 

2. 

Volume of luvesLmeni 

It requires huge investment as large stocks of 
varieties of products arernaintamed and a 
number of services arc provided to the 
customers 

May require rclauvely small capital investment 
m stocks as goods needed at one place may be 
replenished from some other nearby place. 

Also they do not provide other services lo the 

customers 

3. 

CrediiyCash Basis 

Usually departmental stores oiler credn 
facibues to their regular customers 

Multiple shops sell goods only on cash basis 
and do not grant credit to customer 

4 

Location 

Departmental sioies are located at central 
places so as to be accessible to people from 
different parts of the city 

These are located near residential areas or in 
busy markets 

S. 

Pncea 

As the emphasis is more on providmg quality 
goods and services, the prices charged by 
departmental stores are relatively higher 

The pncea charged at multiple shops are 
relatively low as there is mass selling of 
standard products in such shops. 

6. 

CenlT^sation of AciiviUes 

Them is ccnUalised selling but purchases may 
be made either centrally or by the departmental 
manager^ 

MulUple shops are based on ihe pnnaple of 
deceniralised selling and centralised buying 
of products 

7 

Risk 

There is greater risk in departmental stores as 
success depends on the continued prosperity of 
particular geographical sites. 

There is dispersal of busmesa risk as those 
shops which are not very successful may be 
clospd or shifted to some other locahty. 

B. 

Type of CuStomen 

It altraaa customers belongmg to higher income 
families. 

They allract customers from all categories of 
mcome groups. 


(c) Mail order relailing.As distinguished from ‘sellingbypost’.Underthistypeoftrading,goods 
other forms of retailing, in Mail Order Retailing, are supplied to the customers without the help of 
business transactions are made through postal middlemen and without the customers having to 
communication without any personal contact undertake a journey to the retailer. The sellers 
with the buyers. This type of arrangement some- approach the potential buyers through advertise- 
times IS called ‘shopping by post' and from the mentand mail publicity, i.e. by sending cifeulais, 
view point of sellers, it may be described as catalogues, price lists, samples, booklets etc. The 
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customers are required to place their orders by 
post. A'detailed mailing list containing names and 
addresses of the potential customers is main¬ 
tained by mail order house. It is revised and sup¬ 
plemented from time to time. 

Smce It is not possible for the buyers to make 
a personal inspection of the goods only standard 
consumer articles with trade marks and brand 
names are most suitable for this system of retail¬ 
ing, Besides, goods which are perishable in na¬ 
ture, or which may be easily damaged in transi t, or 
which IS very heavy and bulky are not usually 
traded through mail. 

Further mail order trading cannot be success¬ 
ful unless people are educated. 

There are three types of mail order houses, 
which are: 

(i) The manufacturing type Where the 
manufacturers themselves sell directly to the cus¬ 
tomers, through mail. This way they can avoid 
middlemen and economise on the cost of sales. 

(ii) The departmental type • Some of the de¬ 
partmental stores, in addition to selling through 
different departments, undertake to supply goods 
by mail duectly to customers. 

(lii) The middlemen type This is the most 
common type of mail order business, where re¬ 
tailer receives orders by post and execute them 
after buying from manufacturers or wholesalers. 

Advantages 

(i) Mail order business can be started with 
limited capital as there is very little need for 
investment in shops, displays and large stocks. 

(ii) As middlemen can be avoided under the 
manufacturing type of mail order business, the 
cost of marketing is minimised. 

(ill) As the goods are sold on cash, there is no 
risk of bad debts. 

(iv) Goods can be supplied through mail even 
to far off places throughout the country. This op¬ 


portunity widens the scope of the business 
greatly. 

(v) This form of business can be very conven¬ 
ient for the consumers as goods are delivered at 
their place by post, and they are not to waste time 
and effort in going to shops. 

(vi) This type of business can be handled 
from any place where the postal services are 
available. 

(vii) As the overhead expenses are minimum 
in this type of business, it is possible to fix pnees 
at a reasonable level so as to attract large numbers 
of customers. 

Limitations 

(i) The buyers do not have the opportunity of 
personally inspecting the goods before buying. 

(ii) Because of lack of personal contact many 
customers do not have confidence in this type of 
trading. 

(lii) Bulky Items, or perishable items, or 
Items requiring demonstration cannot be sold 
through mail order business. 

(iv) It is not possible for the customers to 
have immediate delivery of the goods. They have 
to bear with the delay in delivery through mail. 

(v) There is great dependence on the postal 
depanmentin this type of business and chances of 
undue delay or pilferage of goods in mansit is 
always possible. 

(vi) In cases of items where prices are subject 
to frequent change, there is a quick need for up¬ 
dating the catalogues etc. which adds to the cost 
of sales 

(vii) There is limited scope for this type of 
business in places which are not well connected 
through postal services or where people are illit¬ 
erate. 

(d) Consumer's co-operative stores' Of late, the 
co-operative form of retailing has become very 
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popular in certain parts of our country Under this 
system the consumers themselves come together 
to form a co-operattve society in order to protect 
their common interests The society enrols 
member ei ther from the general public or particu¬ 
lar groups like the employees of an organisation. 
The objective IS to save the mem bers from exploi¬ 
tation by middlemen as regards price, quality, 
weight etc, Retail stores run by co-operative 
societies formed by consumers are known as 
consumers co-operaUve stores. Such stores are 
owned and operated by consumers, so as to make 
available goods at a reasonable pnee. They may 
deal in all types of consumer goods of daily use 
including grocery, stationery, utensils, dress 
materials, medicines, etc. The articles are pro¬ 
cured from wholesalers or manufacturers. The 
capital IS raised by issue of shares to the members. 
The management of the store is entrusted to an 
elected managing committee Each member has a 
single vote, irrespective of the numbers of shares 
held. 

In order to start a consumer co-operative 
store at least 10 people have to corns together and 
form a voluntary association and get it legistered 
under the Co-operative Societies Act. The store 
may sell goods to members as well as non-mem¬ 
bers but a purchase bonus is usually distributed to 
members whenever they make purchases for 
themselves. Goods are sold only on cash basis 
The profit earned is distributed among members 
as dividend. 

Advantages 

(t) It provides consumer goods at reasonable 
prices by eliminating middlemen in the distnbu- 
tion of the products. 

(li) The marketing costs are very reasonable 
as there is no need to have any large establish¬ 
ment, or to spend on advertisement and other sales 
promotion acUvities 

(hi) There is no possibility of bad debt as 


goods are sold only on cash basis. 

(iv) Through co-operative stores, it is pos¬ 
sible to have some check on monopoly and waste¬ 
ful competition. 

(v) Because of the democratic pattern of their 
management the co-operatives prove to be good 
educators of co-operative management 

Limitations 

(i) There is lack of business training or exper¬ 
tise in the people entrusted with management of 
the stores 

(ii) There is great dependence on the honor¬ 
ary services of some members for the manage¬ 
ment of stores. 

(lii) Lack of adequate financial resomces of 
the store usually affects its functioning. 

(iv) Lack of proper warehousing facilities 
might also adversely affect their usefulness. 

(e) Super Bazar: Super Bazar,s are large retail 
stores selling a wide variety of consumei goods 
under one roof. These are generally organised by 
co-operative societies. The goods traded may 
include consumer goods, grocery, cloth, utensils, 
electrical appliances, small tools, medicines, etc. 
The stores arc operated either on the basis of self- 
service or by salesmen m different countries. A 
super market is also a large scale retailing organi¬ 
sation but it is generally established as a private 
sector enterprise not by a co-operative society 
The consumers co-operative stores are run on a 
small scale whereas sufier bazars are large size 
organizauons. Some of the important featuies of 
super bazars are: 

(i) They deal in a wide variety of products, 
food Items, groceries, as well as durable 
consumer goods; 

(ii) These are often run on self-service basis. 
The customers themselves select the goods 
they require and make payment at the cash 
counter; 

(ui) There are low cost retail mstitutions as 
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compared to other types of retail stores; 

(iv) Goods are sold on cash basis only, 

(v) These arc generally opened at central loca¬ 
tions where large numbers of buyers may 
reach; 

(vi) These arc organised by co-operative socie¬ 
ties. 

Advantages 

(i) They provide great convenience to buyers 
as a wide range of products are offered for sale 
which enable them to buy most of their require¬ 
ments at one place. 

(ii) The prices charged in super ba/.ar are 


relatively lower because of economies ol large 
scale operation and elimination of middlemen 
(ill) They offer a reasonable choice to the 
consumers resulting in large turnover of goods. 

(iv) As all sales are made on cash basis, there 
is no nsk of bad debL 

Limitations 

(i) There is no facility of credit sale to cus¬ 
tomers. 

(ii) Generally there are high admmislrabve 
costs in a super bazar. 

(lii) Lack of initiative on the part of 
employees 


SUMMARY 

Trade refers to the sale transfer or exchange of goods and services for a certain price exchange of 
goods and services is die basis of trade 

Trade can be classified uito two broad categones namely internal trade and external trade 

1. Internal Trade 

When buying and selling of goods and services takes place within a country, it is referred to as 
internal trade or home trade. TTie important features of such trade are that all payments are made in 
the national currency and there are no restrictions on the movement of goods 

2. Whole.sale Trade 

Internal trade can be sub-dividcd into two categories on the basis of the scale ot operations that is 
wholesale trade and retail trade 

Wholesale trade consists of buying goods in bulk directly &om the producers or manufacturers 
and selling these to retailers in relatively small quantities. Wholesalers provide a vital link between 
producers and retailers They act as middlemen or mtermcdiaries in the distribution of goods and 
services 

3. Types of Wholesalers 

Depending upon tlieir activities, the wholesalers are classified into three types, namely, manufac¬ 
turer, wholesalers, retailers, wholesalers and pure wholesalers 

4. Functions of Wholesalers 

As an intermediary a wholesaler performs anumberof functions. These are(i) Assembling of goods; 
(li) Physical distribution, (iii) Breaking the bulk; (iv) Storage, (v) Grading and Packaging, 
(vi) Financing; (vii) Risk of disUibution, and (viii) Stimulation of demand, Wholesalers also render 
various services to the manufacturers and retailers. 
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5. Services of Wholesaler ' 

(i) Econonues of scale; (u) Providing marketing mformalion, (li.) Help m distribution of goods, 
(iv) Warehousing facilities, (v) Financial support; (vi)concentration onproduction, and (vii) Regular 
supply of products 

6. Services to Retailers 

(i) Source ofready supply of goods; (ii) Warehousing facilities, (hi) Fmancmg, (iv) Assumption of 
risk; and (v) Advice to retailers regarding market posiuon. 

7. Retail Trade 

Retail trade IS concerned with the distnbution of goods to theultunate consumers orusers Itmvolves 
buying from wholesalers or manufacturers and selling directly to the ultimate consumers 

8. Functions of Retailer 

A retailer is an important link between wholesalers and consumers. He provides an oudet for the 
suppliers and facilitates ihe sale of goods to a large number of customers While performing this dual 
role, a retailer undertakes various functions which are. (i) Assembling goods; (ii) Stormg; 
(ui) Personal selling; (iv) Risk bearmg, (v) Grading and packaging, (vi) Sales promotion, 
(vh) Market information, and (viii) Fmancmg. 

9. Services of Retailer 

These functions are beneficial to the consumers, wholesalers and manufacturers in different ways. 

Services of retailers to consumers (i) Regular supply of goods; (ii) Wide selection, (lu) Credit 
facihues; (iv) Freedom to buy in small quantities, (v) New product information; (vi) Personal 
services; and (vii) Convenient location 

Services to wholesalers and producers (i) Distribution of goods, (ii) Market mformation, (m) S ales 
promotion; (iv) Personal sellmg; and (v) Large scale operation. 

10. Types of Retailer 

Retail organisations may be classified mto two main categories (i) lunerant traders; and (u) Fixed 
shop reiailers. 

(ij/fmeranfrelailerjarclhosewhokeeponmovingfromplacetoplacetoservetheircustomers.They 
deal m low priced consumers goods of regular use. The most common types of such traders are 
hawkers and pedlars, market traders, street traders and cheap jacks 

//owkersondped/arsusually carry goods themselves eithcrmabasketormshoulderbags They 
move about in residential areas, and also sell their waves m local trams and buses m front of railway 
stations and bus terminals. They generally deal in ordmary articles 

Market traders sell their articles at different places on fixed market dates They also mclude 
those retailers who setup stalls at ‘melas’ or fairs and exhibitions which are organised from tune to 
tune 

Street traders'generally spread iheir articles on pavements at busy street comers or near railway 
staiions or bus lermmals They generally deal m low priced products of common use mcluding 
stationery, readymade garments, magazines and newspapiers etc 

C/icup/acfcrset up then place of busmess temporarily mabusiness locality and keep on shifting 
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the location from one locality to anotlier, depending upon the potentiality of sale 

(u) Fixed shop retailers run their business m fixed shops. They arc of two types (a) small scale 
retailers and (b) large scale retailers. 

(a) Srruillscale retailers generally locate their shops in markets or residential areas These retail 
shops are of the following types (i) General stores, (n) Single line stores, (iii) Speciality shops, 
(iv) Street shops, and (v) Seconds shops 

Getieral Atorestlcd} in different kinds of consumer goods of daily use. The range of articles may 
includes grocery items, stationery, hosiery goods, dnnfcs etc Customers can purchase most of then 
requirements at one place. 

Single line stores generally deal m a particular Ime of products such as readymade garments, 
books, machinery shoes, etc They often stock goods of different qualities, size, design etc in the 
same product line 

Speciality shops specialize in a single type of product instead of dealing m aline of products 
For example, shops dealing in children’s books or ladies garments. 

Street shops are set up by fixing shelves on a wall or placing a table, or making a platform or 
stand to display the goods. Low priced articles are generally sold m these stalls such as hosiery, pens 
etc 

Seconds shops sell second hand goods of different kinds like furniture, books cloths, and otlier 
household articles. 

(b) Large scale retailing may be defined as retail trade mvolvmg operations on alarge scale and 
sale of goods m small quantities. It may be organised in different forms which are, departmental 
stores, muluple .shops or chain stores, mail order house, consumers co-operative stores and super 
bazar. 

A departmental store is a retail organisation which offers a variety of products in separate 
departments under one roof. Each department is dealing in a particular line of goods like, toiletries, 
medicines, furnitures, books, electronic goods and so on All departments are co-ordmated and 
controlled by the general manager as head of the central organisation Purchases are made centrally 
They also provide a number of services and facilities to the customers. 

Some of the advarUages of departmental stores and are central location, shoppmg facility 
Benefits of large scale operations, expert services and large financial resources 

Some of the limitations of a departmental stores arc lack of personal attention, high operatmg 
cost and huge capital outlay. 

Multiple shops or chain stores refer to retail shops owned and controlled by a single organisation 
and located in different parts of a city or throughout the country They deal m a limited variety of 
products. The goods are centrally purchased or produced and prices are fixed by the central office 
Example of cham stores are Mafatlal, DCM, NTC and Bata 

Some of the advantages of chain stores are economies of scale, standardized products, 
spreading of risk, attractive location, easy identification and certralised adverusmg 

Some of the limitations of chain stores are individual tastes are not satisfied, limited range of 
goods, inflexibility of operations, absence of initiative and divided attention. 

Iximail order retailing business transactions are made through postal communication without 
any personal contact with the buyers. The sellers approach the potential buyers through advertise¬ 
ment and mail publicity. The customers are required to place their orders by post only Standard 
consumers articles with trade marks and brand names are suitable for this system of retailmg. 

There are three typesofmailorderhousesnamelylhemanufacturmg type, thedepartmental type 

and the middlemen type. 
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The advBntB.ges of mail order retaEiiig arc limited capital, niinimuin marketing costs, no bad 
debts, convement for consumers at reasonable prices. 

Some of the limitations of mail order business are absence ofpersonalinspiection of the product, 
not suitable for punishable or bulking items and delays in delivery 

Consu/Mrs co-operative stores are retail stores run by co-operative societies formed by 
consumers Such stores are owned and operated by consumers, so as to make available goods at a 
reasonable price, The arucles are procured from wholesalers or manufacturers. The capital is raised 
by issue of shares to the members. The store may seU goods to members and non-members. The 
advantages of consumers co-operatives are reasonable prices, low marketing cost and check on 
monopwlies and wasteful competition 

The limitations of such stores are lack of business expertise, adequate financial resources and 
proper warehousmg facilities 

Super bazar are large retail stores selling a wide variety of consumer goods under one roof. 
These are generally organised by co-operative societies or private sector enterprises. They aretUn 
on a large scale Some of the important features are low cost, self service, central locations etc. 

Some of the advantages o/juper bazar are—convenience, low prices, reasonable choice, etc. 
The limitations are no credit facilities, high administrative cost and lack of initiative. 


QUESTIONS 


I, OBJECTIVE TYPE 

State whether the following statements are right or wrong; 

1. Wholesale trade consists of buying goods directly from manufacturers in small quantities. 

2. The wholesalers collect small orders from retailers and purchase in bulk fr^om the manufaC' 
tureis. 

3. A retailer is an important hnk between wholesalers and manufacturers 

4. Retailers sell different varieties of goods. 

5. Prices are not uniform in all multiple shops. 

6. General stores deal in a particular line of products. 

7. Multiple shops mean a number of shops under one roof, 

8. All departments m a departmental store sell goods at the same pnee. 

9. Mail order houses generally deal m bulky and non-standardized goods. 

10 Consumer's co-operative stores sell goods at very high prices. 

n. SHORT ANSWER TYPE 

1. What IS internal trade? State its important features 

2. What IS meant by wholesale trade? 

3. Briefly stale the functions peformed by a wholesaler. 

4. List the different types of wholesalers. 

5. Define retail trade. List the various types of retail organisations. 

6. Briefly explain the various types of itinerant traders, 

7. What IS meant by speciality shops? How do they differ from smgle line stores'^ 
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m. ESSAY TYPE 

1. Discilfs the services rendered by wholesalers to manufacturers and retailers 

2. Describe the services rendered by the retailers to the consumers. 

3. Distinguish between departmental stores and chain stores. 

4 Discuss the various types of small scale retailers who run their fixed shops. 

5. How is business transacted in mail order housel What are its advantages? 

6. Consumer's co-operative stores are formed to protect the consumers common mterests. 
Discuss, 

7. Explam the features, advantages and limitations of super bazar 



Chapter 11 



LEARNING OBJECTIVES 


After reading this chapter, you should be able to. 

1. explain the nature and importance of external trade, 

2. describe the basis of external trade; 

3. interpret price quotations; 

4. explain the terms of shipment and methods of payment in export-import operations; 

5. describe the procedure involved in export trade, and the documents used; 

6. state the nature of export finance provided by banks; 

7. give an outline of the import procedure and documents used in that connection. 
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lU INTRODUCTION 

External trade or foreign trade involves trading of 
goods among countncs of the world. Every coun¬ 
try, big or small, buys and sells different goods 
from and to other countries. Goods worth crores 
ol rupees are bought and sold every year Foreign 
trade is an important economic activity because it 
enables the countnes participating in it to secure 
resources for economic development as well as 
for satisfying the needs of consumers. For some 
countries, foreign trade is the most essenual eco¬ 
nomic activity because most of their industrial 
activities depend on it. For example, economic 
development of Hong Kong, Singapore, South 
Korea, and Japan has been largely due to their 
foreign trade. Before it lost its colonies, the 
United Kingdom was the largest world trader By 
1987, West Germany had become the largest 
exporter, followed by USA, Japan, France, UK, 
Italy, USSR, Canada and Netherlands On the 
other hand, USA was the most important importer 
followed by West Germany, France, UK, Japan, 
Italy, USSR, Netherlands, and Canada. The 
world trade is dominated by the nch developed 
countries and the developing countries of Asia, 
Africa and Latin America have a small share. 

Like other countries, India imports and ex¬ 
ports a large number of goods. After independ¬ 
ence, foreign trade of India has considerably 
expanded. For economic development, it was 
necessary to import machinery, raw materials and 
fuel oil. As a result, imports into India increased. 
However, it was considered necessary to increase 
exports to pay for imports. Suitable export pro¬ 
motion measures were adopted by the govern¬ 
ment and exports from India increased. Imports 
into India have been more than exports, and this 
gap between imports and exports called ‘Balance 
of Trade’, has widened (See Table 11.1). When 
imports are greater than exports, the balance of 
trade is said to be negative or adverse. In case of 
India, balance of trade has been adverse in the 
post-independence penod. 


U.2 NATURE OF EXTERNAL TRADE 

External trade or foreign trade refers to buying 
and selling of goods and services between the 
nationals of different countnes living across po¬ 
litical frontiers, or trade between agencies of the 
governments of different countries 

It consists of export trade and import trade 
Exports involve sale of goods and services to 
other countnes Imports consist of purchases 
from other countnes. When goods are traded by 
way of imports and exports the transactions are 
regarded as visible trade. External trade in serv¬ 
ices IS referred to as invisible trade Thus, for 
example, if Indian exporters avail of Bntish ship¬ 
ping services for transportation of goods, they 
have to pay for the transport services. Hence 
services used may be called invisible imports by 
India, and sale of services would be regarded as 
invisible exports from Britain, 

When goods are imported into a country with 
the purpose of re-exporting them to some country, 
it is known as entrepot trade. 

11.3 IMPORTANCE OF EXTERNAL 
TRADE 

The necessity of external trade anses mainly 
because no country is capable of producing every 
thing equally efficiently for the consumpuon of 
its people and the development of its economy. 
This IS due to the unequal distribution of re¬ 
sources and skills among different countnes of 
the world. External trade enables every country to 
specialise in the production of those goods for 
which it has relatively more resources, facilities 
and skills as compared with other countries. It 
may thus be in a position to export its surplus 
production of those goods and importother goods 
from countries which possess greater relative 
advantages of production. Thus, every country 
can denve the benefit of geographical specialisa¬ 
tion from external trade. People can be provided 
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with a variety of consumer goods produced eco¬ 
nomically, and economic development can be 
ensured on the basis of imports of machinery, raw 
materials and technical skill. 

However, specialisation does not mean that a 
country will import and export the same kind of 
products for ever. Comparative advantage may 
shift from one group of products to another in 
course of time. For example, India was earlier 
dependent on developed countries for its require¬ 
ments of certain types of machinery and equip¬ 
ments. But over the years India has developed the 
capability of producing many of those items effi- 
cicndy. Thus the pattern of external trade of India 
has changed 

External trade is beneficial to a country in the 
following ways. Its importance lies in its advan¬ 
tages to both the trading partners. 

(i) External trade leads to better use of avail¬ 
able resources in the country, and thus 
improves the standard of living and well 
being of the people. This is possible due to 
imports of goods which are more effi¬ 
ciently produced elsewhere, and produc¬ 
tion of goods of which the country pos¬ 
sesses necessary resources and skill for 
economical production; 

(ii) Economically under-developed countries 
can develop faster with the help of imported 
machinery, equipments and technical skill 
from developed countries; 

(iii) Importandexportof essential commodities 
often reduce violent fluctuation of prices of 
those commodities in the country, when 
there is domestic shortage or surplus. Defi¬ 
ciency of supply or shortage of goods due to 
natural calamities can also be met by im¬ 
ports of surplus available in other coun¬ 
tries; 

(iv) External trade relations facilitate cultural 
contacts with the people of other countries 
which automatically lead to spread of 
knowledge and skill, 


11.4 BASIS OF FOREIGN TRADE 

All countries depend on one another for obtaining 
goods they need. This dependence takes the form 
of exchange of goods among them. The countries 
import those goods which help them in increasing 
their rate of economic development Imports are 
also made for providing the people a variety of 
consumer goods like food stuffs, clothing, auto¬ 
mobiles, radios, televisions, etc. To pay for im¬ 
ports, those goods are exported to other countries 
which are demanded by these countnes. For 
example, India exports such goods as gems and 
jewellery, readymade garments, leather products, 
iron ore, jute manufacturers, engineering goods 
and tea and imports m return machinery and 
equipment, petroleum and petroleum products, 
chemicals and edible vegetable oils. 

11.4.1Theory of Comparative Cost Advantage 

The basis of foreign trade lies in the fact that a 
country cannot produce all goods that it needs. It 
has to import those goods which it cannot pro¬ 
duce. 

Further, a country can produce certain goods 
but at a cost higher than another country while it 
can produce certam goods at a lower cost These 
production hmitations are due to the fact that 
every country possesses different kmds and 
amounts of factors of production or productive 
resources. These resources such as land, raw 
materials, minerals, water, labour, managerial 
skills, etc. determine the c apability of a country to 
produce goods. Thus, m a country which has more 
of certain resources, their cost will be relatively 
less than other countries. In other words, the 
country has cost advantage in production of those 
goods which use more of these abundant re¬ 
sources. This country will, therefore, be able to 
export those goods which it can produce rela¬ 
tively cheaper and import those goods which will 
cost more to produce. For example, India has a 
large number of skilled workers for cutting and 
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polishing rough diamonds. That is why India has 
become a major world exporter of cut and pol¬ 
ished diamonds though bulk of rough diamonds 
are imported. Similarly, India is a major exporter 
of tea because of fertile land in Assam and West 
Bengal (Darjeeling). On the other hand, Japan has 
the most modem technology for producing elec¬ 
tronic products cheaply which are exported to 
other countries. Again, Saudi Arabia exports a 
large quantity of crude petroleum because nature 
has given it large reserves of oil. The theory that 
explains the basis of foreign trade is called the 
theory of "comparative cost advantages”. 

11.5 EXPORT-IMPORT OPERATIONS 

11.5.1 Importance of Export Trade 

Exports may be regarded as counterparts of im¬ 
ports. Without exports a country cannot make 
necessary imports. This is because payment for 
imports has to be made in foreign exchange, and 
it IS only through exports that a country can earn 
the necessary foreign exchange. Indeed, if ex¬ 
ports fall short of imports, the importing country 
runs into foreign indebtedness, that is, it leads to 
foreign borrowing. In other words, adverse bal¬ 
ance of trade indicates the amount of foreign debt 
incurred by the importing country This often 
leads to an unfavourable change in the rate of 
exchange between thecuirencies of the importing 
and exporung countries. Accumulabon of foreign 
debt beyond a reasonable limit needs curtailment 
or restriction of imports. Thus, to meet the import 
bill it IS essential that exports should be encour¬ 
aged. ^ 

11.5.2 Price Quotation and Terms ofShipment 

Exports and imports are two sides of the same 
business operation. Thus, while an exporter is 
constantly making efforts to identify potential 
sales opportunities, an importer is always on the 
lookout for buying goods at low price. 

In foreign trade. Terms of Shipment — also 


known as Special Trade Terms — are very impor¬ 
tant for concluding a contract or an agreement to 
buy/sell goods These terms reflect two aspects of 
the contract 

(i) Sale price or the pnee quotation; 

(ii) Responsibility of exporter in meeting the 
shipment (transport) cost and manner of 
shipment. 

The most commonly used terms are; 

(a) Free on Board or FOB (Port ofShipment)' 
Under this price quotation the exporter 
bears all costs of shipment all the goods are 
placed in the carrier—^ship/aircraft. 

(b) Cost and Freight or C &. F (Port of Desti¬ 
nation). Under this price quotadon the ex¬ 
porter pays freight for carriage in addiuon 
to FOB cost Therefore, C & F = FOB + 
Freight. 

(c) Cost,Insurance andFreightorCIF(Portof 
Destination)' Under this pnee quotabon, 
the exporter pays insurance premium ui 
addition to C & F cost Therefore, GIF = 
C&F + Insurance Premium. 

Every export contract has a date by which 
goods must be shipped Since this is an important 
term of agreement or contract, the exporter must 
ship the goods before or on this date of shipment. 
If goods are shipped after this date, the importer 
may not accept the goods and not pay for them. 

11.5.3 Terms of Payment and Export Finance 

While terms of shipment determine the responsi¬ 
bility of exporter to send goods to the importer, 
terms of payment determines the manner of pay¬ 
ment for goods by the importer. Generally, goods 
are shipped first and the exporter is paid thereaf¬ 
ter. In such a situaUon, the exporter will try to 
protect himself by arranging favourable terms of 
payment. This he does by arranging shipment in 
such a manner that the importer cannot get goods 
from the carrier (ship/aircraft) before he has paid 
for the goods.This payment is made through the 
bank at the destination. 
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There are five terms or methods of 
payment These are. 

(i) Advance Payment; 

(u) Open Account 

(iii) Documentary Bills; 

(iv) Documentary Letter of Credit; 

(v) Direct Remittance. 

(i) Advance payment: This method is most 
advantageous to the exporter He receives pay¬ 
ments either on signing of export contract (agree¬ 
ment) or any time before shipment is made. The 
imirorter pays to the exporter by means of bank 
draft mail/telegraphic transfer or international 
money order. 

(ii) Open account Under tins method, the 
exporter supplies goods to the importer,'but he 
does not receive payment immediately. Instead 
the imfjorter sends payment on penodic settle¬ 
ment of account This is a risky method for the 
exporter because there is no intermediary (i e 
bank) to protect interests of the exporter, 

(in) Documentary bills. Also known as 
'Documentary Collection’, this method requires 
a definite role played by the bank Under this 
method, a document known as ‘ B ill of Exchange ’ 
is prepared by the exporter after shipment which 
is given to the exporter’s bank alongwith the 
transport document showing shipment of goods. 
The exporter’s bank sends these documents to the 
importer’s bank which asks the importer to hon¬ 
our Bill of Exchange first and make payment. The 
transport document is given to the importer sub¬ 
sequently. 

A Bill of Exchange may be defined as an 
order given by the exporter to the Importer to pay 
the amount of sale value mentioned on it, gener¬ 
ally through the banking channel. Since payment 
by means of Bill of Exchange is linked with the 
transfer of llie transport document, this piethod is 
known as Documentary Bills. 

Bill of Exchange is of two types" (i) Sight 
Bill; and (ii) Usance Bill. When SighlBill is made 


and presented to the importer, he has to make 
payment immediately before transport document 
is given to him. This method ofpayment is known 
as D/P or Documents Against Payment. 

When agreement between exporter and 
importer provides for credit to be extended by the 
exporter for a certain penod of time, a Usance Bill 
is prepared It is quite common in foreign trade 
that goods are sold on credit, generally ranging 
between 30 days and 180 days In such a situation, 
the agreed method of payment is known as D/A or 
Documents Against Acceptance and a Usance 
Bill of Exchange is prepared by the exporter. 
Under this method, the importer accepts the Bill 
of Exchange first by signing on it Acceptance 
means that the importer promises to make pay¬ 
ment on the agreed date or on the expiry of an 
agreed period of time. The Bill of Exchange thus 
accepted is retained by the importer’s bank who 
hands over the transport document to the im¬ 
porter The bank will present the Bill of Exchange 
to the importer for payment at maturity. 

Under the Documentary Bills, method of 
payment, following activities are involved; 

(a) The exporter hands over the goods to the 
shipping company/airline and a receipt is 
issued This receipt is known as Bill of 
Lading when goods are sent by sea and 
Airway Bill when goods are sent by air; 

(b) The exporter prepares Bill of Exchange 
which requires the importer to pay the 
amount of sale value of the goods sent; 

(c) The exporter also prepares other docu¬ 
ments of sale such as Commercial Invoice 
and Packing List, 

(d) After shipment, the Bill of Exchange at¬ 
tached with the Bill of Lading/Airway Bill, 
Commercial Invoice and Packing List are 
handed over to the bank in the exporting 
country, 

(e) Bank in the exporting country sends these 
documents to the importer’s bank at the 
destination, 
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(f) The imporler’s bank first presents the Bill 
of Exchange for payment; 

(g) After payment is received, the importer’s 
bank hands over the remaining documents 
(Bill of Lading/Airway Bill, Commercial 
Invoice and Packing List) to the importer. 
Payment thus received is sent to the ex¬ 
porter through the exporter's bank; 

(h) The importer gives the Bill of Lading/Air¬ 
way Bill to the shipping company/airline 
and receives the goods in return 

In this way, (he importer gets the goods he 
had ordered and the exporter payment of the sale 
value amount. 

/iv) Documentary letter of credit: This is a 
standard means of settling payments in interna¬ 
tional trade in which an instrument (document) 
called Letter of Credit is issued. A letter of credit 
contains promise or guarantee by the importer’s 
bank on behalf of the importer to make payment 
to the exporter on presentation of documents 
mentioned in the letter of credit. The documents 
against which payment is made show that the 
goods ordered by the importer have been shipped 
in accordance with the terms of export contract or 
agreement. In this method, banks play a direct 
role in ensuring payment to the exporter. 

There are four parties to a letter of credit. 
These are. 

(a) Applicant: The importer of goods, 

(b) Issuing bank - Importer’s bank who gives 
guarantee to make payment 

(c) Advising and negotiating bank: Bank in the 
exporting country through which letter of 
credit is sent to the exporter and to whom 
documents menuoned in the letter of credit 
is submitted after shipment Generally this 
is also the exporter’s bank. 

(d) Beneficiary: ExpOTter of goods. 

The method of payment through letter of 
credit operates in the following manner. Graphi¬ 
cal representation is given in figures 11.1 and 
11 . 2 . 


( a) Opening and advising. After export agree¬ 
ment is signed, the importer (Applicant) 
instructs his bank (Issumg Bank) to issue a 
letter of credit in favour of exporter (Bene¬ 
ficiary) The Issuing Bank sends the letter 
of credit to its branch or correspondents 
(Advising Bank) in the exporting country 
for giving It to the exporter (Beneficiary). 
He accepts tlie letter of credit containing 
terms of shipment 

(b) Shipment of goods ■ The exporter ships the 
goods and gets the transport document — 
Bill of Lading/Airway Bill — as proof of 
shipment. He also prepares and obtains 
other documents needed under the letter of 
credit. 

(c) Presentation of documents: The docu¬ 
ments as mentioned in (ii) above are pre¬ 
sen ted to the exporter’s bank (Advi sing and 
Negotiating Bank). After preliminary 
checking, the documents are sent to the 
importer’s bank (Issuing Bank) 

(d) Payment of amount: The importer’s bank 
(Issuing Bank) examines documents with 
reference to requirement under the letter of 
credit. If documents are in order, the bank 
pays the sale amount to the exporter 
through the exporter’s bank (Negotiating 
Bank). 

(e) Release of goods: After debiting the 
amount (paid to the exporter) in the account 
of the importer, the importer’s bank hands 
over the shipping documents including bill 
of lading/airway bill to the importer. The 
importer surrenders bill of lading/airway 
bill to the shipping company/airlme and 
gets the goods in return. 

(v) Direct remittance: Under this method, 
goods are sent direedy to the importer. Exporter 
iso sends to the importer the documents to facih- 
tate him get the goods at the desdnation, After 
receipt of documents, the importer sends the cost 
of goods direct to the exporter, by draft or 
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telegraphic transmission through banlcing chan¬ 
nels. This is a very nsky method for exporter 
because goods and shipping documents are sent 
directly to the importer without ensunng pay¬ 
ment. 

11.6 EXPORT FINANCING BY BANKS 

An exporter may need financial assistance from 
his bank at two stages — pre-shipment and post- 
shipment At the pre-shipment stage, he needs 
finances for producing goods while after ship¬ 
ment he needs finances until he gets payment 
from the importer. Banks in India provide finan¬ 
cial assistance at the pre-shipment stage to ex¬ 
porters at concessional rates under export promo¬ 
tion scheme of the Government of India. The pre¬ 
shipment credit is given to an exporter to enable 
him to purchase raw materials, process them and 
convert them into finished goods for the purpose 
of export This is given on the basis of letters of 
credit as well as an export order, Finance at the 
post-shipment stage is given to the exporters in 
the form of advances against bills of exchange or 
against shipping documents drawn under letter of 
credit 

11.6.1 Assistance by Exim Bank oflndia 

Export-Import Bank of India is a specialised 
financial institution for promoting foreign trade 
of India. It was established on January 1,1982 Its 
main function is to coordinate the working of 
institutions engaged in financing of export and 
import. Itprovides export credit for medium-term 
and long-term where exporters have to offer sale 
on deferred creditbasis. It also finances export of 
consultancy and related services. It assists in 
setting up joint ventures in other countries and 
promotion of export-oriented industries in India. 
Consequently, it provides loans to Indian compa¬ 
nies engaged m project export, pre-shipment 
credit beyond six months, loans to foreign gov¬ 
ernments and companies to enable them to buy 


goods from India and loans to commercial banks 
in India to enable them to extend credit to Indian 
exporters It also undertakes export market stud¬ 
ies and provides merchant banking services. 

11.7 EXPORT DOCUMENTS 

11.7.1 Importance of Documents 

Documentation is an important activity in the 
export trade. The export trade cannot take place 
without certain documents. These documents 
protect the interests of the exporter as well as the 
importer. Through these documents, the importer 
is able to get the goods he has ordered and the 
exporter is able to get his sale value. In good old 
days, the merchants used to carry goods in then- 
own ships to other countries. They would sell 
them and buy in return other goods to be earned 
back to their own countnes. The act of sale and 
purchase between the exporter and the importer 
was simultaneous In the modem age, the goods 
of the exporter are carried to the importer in a ship 
belonging to the third party. The exporter hands 
over the goods to the shipping company. There¬ 
after the exporter has no physical control over the 
goods He is not sure whether he will get the sale 
value In such a case, the exporter will like to 
ensure that the importer is notable to get the goods 
from shipping company at the destination unless 
he has paid for the goods. Of course, the importer 
wants to ensure that the goods have been properly 
shipped. 

11.7.2 Shipping Documents 

For protecting interests of the importer (i.e, 
proper shipment of the contracted goods) and the 
exporter (i.e. remittance of sale value) a set of 
‘Shipping Documents’ are sent to the import^ 
through exporter's bank. One of the documents in 
the set (Bill of Lading/Airway Bill) will enable 
the importer to get the goods released from the 
shipping company/airhne at the destination. The 
bank, however, will give these documents to the 
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importer only after he has paid the amount of sale 
value. 

The main Shipping Documents are: 

(i) Commercial Invoice; 

(ii) Bill of Lading/Ainvay Bill; 

(ui) Insurance Policy; 

(iv) Bill of Exchange. 

(i) Commercial invoice: It is prepared by the 
exporter. It has two features. It is a document of 
contents and it serves as a bill made by the 
exporter to the importer. As a document of con¬ 
tents, it contains the following information; 

(a) Description of goods; 

(b) Number of packages, and 

(c) Weight and volume of packages. 

As a bill. It contains the following information; 

(a) Name and address of importer; 

(b) Export Order No. and date; 

(c) Per Unit Value of goods; 

(d) Total Value; and 

(e) Terms of Payment of Goods. 

The commercial invoice also gives informa¬ 
tion about the terms of shipment (e.g. FOB/C&F/ 
CIF), date of shipment, name of ship flight No., 
etc. 

(ii) Bill of lading: When goods are sent by a 
ship the bill of lading is issued by the shipping 
company. It is a receipt given by the shipping 
company to the exporter for carrying the goods to 
the importer. It is a proof of shipment This 
document assures the importer that goods which 
he had ordered have been shipped. When goods 
reach the.destination, the importer gets them from 
the shipping company in return of Bill of Lading. 

Bill of Lading contains the following informa¬ 
tion: 

(a) Name of shipper (i.e. exporter); 

(b) Name of consignee (i.e. importer); 

(c) Name of notify party (i.e. the one whom in¬ 
formation on arrival of the ship at the des¬ 
tination is to be sent by the shipping com¬ 
pany); 

((Q Identification marks on packages; 


(e) Description of goods. 

(f) Freight charges; 

(g) Number of packages; 

(h) Name of ship; 

(i) Goods weight and volume; 

(j) Port of shipment; 

(k) Port of destination; 

(l) Date of shipment; 

(m) Condition of goods at the time of loading. 

Airwaybill- When goods are sent to importer 
by air, airway bill is issued by the airhne to the 
exporter through which goods have been sent. It 
IS a receipt given by the airline for the goods it is 
carrying. At the destination it will be surrendered 
by the importer to the airline for releasing goods 
It contains such information as name and address 
of exporter, name and address of consignee or 
importer, descnption of goods, number of pack¬ 
ages, weight and volume of goods, rale of freight 
and total freight, airports of loading and destina¬ 
tion, flight number and date, etc. 

1 ui) Insurance policy: The Insurance Policy 
is issued by the insurance company. Insurance of 
goods IS requu-ed so that if goods are lost or 
damaged on the way from the exporter to the 
importer, this loss can be recovered from the 
insurance company. Goods are exposed to differ¬ 
ent kinds of risks or dangers such as Ere, sea 
water, theft and pilferage, war and strike. If there 
IS no insurance, then the loss will have to be borne 
by the owner of the goods—exporter or importer. 
Under CIF contracts, insurance is taken by the 
exporter while under FOB contracts, insurance is 
generally taken by the importer. For covering 
different nsks, there are different types of insur¬ 
ance policies. Insurance cover is generally given 
from the warehouse of the exporter to the ware¬ 
house of the importer. 

(iv) Bill of exchange: This document is pre¬ 
pared by the exporter after shipment Since it is 
attached with other documents, it becomes a 
documentary bill. It serves the purpose of getting 
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sale value by the exporter, Like other shipping 
documents, this document is also sent through the 
bank to the importer. The importer will have to 
honour this document first and other documents 
will be given to him afterwards. The importer will 
pay the amount of money wntten on it. Alterna¬ 
tively, he will sign this document and return it to 
the bank m case the exporter has extended credit 
to the importer. The bank will present it on the 
date as agreed between the exporter and the 
importer for payment. 

11.8 EXPORT PROCEDURE 

11.8.1 Export Restrictions 

Except for some restrictions, an Indian exporter 
can export any product anywhere. The restric¬ 
tions cover a few products and some destinations 
Products where restrictions are applied are men¬ 
tioned in the Export Trade Control Policy of the 
Government of India. For example, the national 
bird (peacock) cannot be expiorted. Similarly, 
exports of readymade garments to US A and West 
Europe are subject to quota restnctions (restric¬ 
tions on quantity) Among destinations where 
exports cannot be made is South Africa. 

There is another restriction on export A 
large number of products are subject to compul¬ 
sory quality or pre-shipment mspecuon. These 
products can be exported only after the exporter 
has obtained an Inspection Certificate from an in¬ 
spection agency approved by the Government of 
India. 

For sending goods outside India, permission 
from the Customs Authorities is essential. This 
permission is granted only after the goods have 
been physically examined by the Customs Offi¬ 
cials. 

11.8.2 Registration with RDI and JfCCI&E 

A company in India can enter export-import 
business after it is registered with the Reserve 
Bank of India (RBI) and the Joint Chief Control¬ 


ler of Imports and Exports (JCCI&E) RBI which 
co-ordinates the receipt of foreign exchange by 
the exporting companies requires that every com¬ 
pany before entenng export business must obtain 
an RBI Code Number. This is a permanent num¬ 
ber of the company which is to be mentioned m 
different documents for obtaining permission 
from the customs authonties for shipment of 
goods. RBI Code Number is given to a company 
on the basis of submission of a document called 
CNX Form accompanied by a report of financial 
standing of the company given by the company’s 
bank 

Importer Exporter Code Number (lEC) is 
allotted by the .TCCI&E which co-ordinates the 
grant of export and import licences. For obtaining 
EC, the company has to fill up a document also 
known as lEC form for submission to the office of 
JCCI&E On the basis ofthis document EC Code 
Number will be allotted to the company. 

11.8.3 Registration with Export Promotion 
Council 

The Government of India gives a number of 
incentives to exporting companies to encourage 
them to increase exports One such incentive is 
called Cash Compensatory Support of Cash As¬ 
sistance which IS given after exports have been 
made. This assistance is given as a percentage of 
FOB value of the exported goods. 

Another mcentives is called Import Replen- 
ishmentLicence (or REP Licence) which enables 
an exporting company to get an import licence for 
importing a number of raw materials, capital 
goods, etc. which are otherwise not allowed to be 
imported in India. For obtaining these incentives, 
an exporting company is requu-ed to be registered 
with the concerned Export Promotion Council/ 
Commodity Board There area number of Export 
Promotion Councils and Commodity Boards 
looking after export promotion of specified prod¬ 
ucts For example, Engineering Export Promo¬ 
tion Council looks after the promotion of exports 
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of engineenng goods from India. For registration 
with the concerned export promotion body, an 
exporting company has to submit an application 
called the Registrabon-cuin-membership Certifi¬ 
cate Form accompanied by a certificate from the 
exporter’s bank and membership fee. On the basis 
of these documents, the export promotion agency 
issues a Registration-cum-membership Certifi¬ 
cate (RCMC). 

11.8.4 Obtaining Export Order 

After idenbfymg the potential buyer of goods in 
a country, the exporter sends his offer to the buyer 
(importer). 

This offer may be sent either in the form of a 
Proforma Invoice or Quotation/Offer. These 
documents contain the following information 

(i) Name and address of importer; 

(ii) Specifications of goods; 

(in) Unit price; 

(iv) Quantity of goods; 

(v) Total number of goods; 

(vi) Currency in which offer is given, 

(vii) Terms of shipment (FOB, C&F, CIF); 
(viii) Terms of payment (D/P, D/A, Letter of 

Credit), 

(ix) Last date of validity of the offer. 

Usually three copies of the offer are sent by 
the exporter to the importer. If the importer agrees 
wilh the terms of offer, he signs one of the copies 
and returns it to the exporter. After signing, the 
offer becomes an export contract or export order. 
Sometimes, the importer makes out his indent on 
the basis of the terms of offer sent by the exporter 
This indent order is made on the form prepared by 
the importing company. On receipt of the indent 
order from the importer, the exporter accepts it 
and an export contract or order is concluded. 

11.8.5 Processing of Export Order 

An export order is processed in the following 
manner 


Stage I ; Production and inspection of 
goods: The exporter manufactures the goods or 
buys them from the Indian market and packs 
them, Tliese goods must be the same as oideredby 
the importer Even packing must be according to 
the export order. The goods are then offered for 
inspecuon to the Export inspeebon Agency. For 
this purpose, an applicabon is made to the Export 
Inspection Agency which will send its inspector 
to the factory or the warehouse of the exporter. 
After goods have been inspected, an Export In¬ 
spection Certificate is issued, This Certificate is 
to be submitted to the Customs Authorities 
alongwith other documents for customs clear¬ 
ance 

Stage II. Movement of goods to port town: 
The exporter sends the goods to the port town 
from where these are to be shipped. These may be 
sent either by rail or by road After goods are 
loaded into the earner (railway wagon/truck), a 
receipt is issued. When goods are sent by rail, a 
Railway Receipt (RR) is issued In case of trans¬ 
port by road, a Lorry Receipt (LR) is issued. This 
receipt is endorsed by the exporter m favour of his 
Clearing and Forwarding Agent. This Agent is 
appointed by the exporter for performing a num¬ 
ber of functions including reservation of space in 
a ship, making arrangem ents for sending goods to 
the shipment shed in the port town where goods 
are to be loaded, obtaining permission from cus¬ 
toms authorities and obtaining bill of lading from 
the shipping company. 

Forgetting space reserved onaship by which 
goods are to be sent, the exporter or his agent 
approaches the shipping company. When space is 
reserved, the shipping company issues a docu¬ 
ment known as Shipping Order. Shipping Order 
shows details of goods and the port of destination 
and it instructs the ship's Master to accept these 
goods for carnage. 

Stage III Processing of shipping bill: When 
goods reach the port town, the clearing and for- 
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warding agent gets them from the railway/truck 
on presentation of railway receipt/lorry receipt 
The agent then proceeds to get permission from 
the customs authorities to ship the goods. This 
permission is granted in two stages At the first 
stage, the Customs House (office) grants permis¬ 
sion on the basis of documents submitted by the 
agent of the exporter. In the second stage, permis¬ 
sion is given in the port shipment shed after 
physical check of the goods. For the first stage of 
permission, the exporter’s agent fills up a docu¬ 
ment known as ‘Shipping Bill’, which is pre¬ 
scribed by the customs authonties. Shipping Bill 
contains such information as (i) port of loading 
and port of discharge: (ii) exporter’s name and 
address; (iii) name of ship, (iv) identification 
marks on packages, (v) description of goods, 
(vi) value of goods; and (vii) country of destina¬ 
tion. Alongwith the Shipping Bill, the exporter’s 
agent submits a number of documents. 

Stage IV: Port formality and customs ex¬ 
amination: After obtaining permission to bring 
the goods for shipment on the Shipping Bill, the 
exporter’s agent pays port charges and brings the 
goods in the shipment shed. At this stage, a 
customs officer will physically examine the 
goods on the basis of declaration given in the 
Shipping Bill. The examination is done on a 
sample check basis. If the customs officer is 
satisfied, he gives permission to load goods on the 
ship. 

Stage V : Mate's receipt and bill of 
ladingtWh&n goods havebeen loaded on the ship, 
the ship’s Master issues a document called 
'Male's Receipt’ (MR). This receipt gives the 
proof that goods mentioned in it have been 
shipped (loaded). Mate’s Receipt is a very impor¬ 
tant document because it becomes the basis for 
the final transport document, i.e, Bill of Lading. 
The exporter’s agent gets MR and goes to the 
office of the shipping company to get Bill of 
Lading. He surrenders MR, pays the freight and 
gets Bill of Lading. 


Stage VI; Submission of documents to bank: 
The Clearing and Forwarding Agent sends the 
Bill of Lading to the exporter, The exporter pre¬ 
pares the final Commercial Invoice and Bill of 
Exchange. He then submits the following docu¬ 
ments to the bank for getting payment: 

(i) Commercial Invoice; 

(ii) Bill of Exchange: 

(iii) Bill of Lading; 

(iv) Insurance Policy (if contract is on CIF 
basis); 

(v) Any other document required by the im¬ 
porter. 

11.9 IMPORT DOCUMENTS AND 
PROCEDURES 

11.9.1 Importance of Import Trade 

Countnes all over the world are dependent on 
imports from other countries to fulfil their 
requirements. Imports are effected because a 
country cannot produce everything that it needs 
due to limited natural and other resources. Simi¬ 
larly, it cannot produce all goods it requires at low 
cost of production. Thus, it can use its available 
production resources efficiently in producing 
those goods in which it has a relative cost advan¬ 
tage and import those goods which other coun¬ 
tnes can supply at relatively less cost. Import 
trade, therefore, an important economic activity. 
The capacity to importby acountiy is determined 
by the level of exports. Exports to other countnes 
enable a country to earn foreign exchange which 
is used for paying for imports. Thus, a country 
which has a high level of exports can import more 
than another country which has a low level of 
exports. The developing countries of the world 
including India cannot import lo the full extent of 
their requirements because of low level of ex¬ 
ports. These countnes suffer from shortage of 
foreign exchange and therefore, are compelled to 
restnct imports. They plan the expenditure of 
foreign exchange earned by them to import essen- 
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tial requirements for developmental purposes as 
well as for satisfying basic needs of them people 
such as foodgrains and edible oils 

11.9.2 Import Controls and Policy 

Like many countnes in the world, imports into 
India are controlled. This control in India is exer¬ 
cised through Import Policy announced by the 
Government of India. Under the Policy, different 
lists of items are provided which are prohibited 
for imports and are restncted or otherwise con¬ 
trolled. Items which are not banned or prohibited 
are allowed to be imported either under an import 
licence or a customs clearance permit. Some of 
the items, however, may be imported without any 
licence or permit but subject to some conditions 
These items are known as Open General Licence 
(OGL) items. Again, there are certain items 
which can be imported only by public sector 
agencies like State Trading Corporation and 
Minerals and Metals Trading Corporauon. These 
items are called canalised items. 

India’s Import Policy has two main parts — 
Import Policy for Actual Users and Import Policy 
for Registered Exporters. 

Import Policy for Actual Users concerns 
imports to be made by a person, a company or an 
institution for own use and not for business and 
trade. For example, a manufacturing company 
may import steel for manufactunng hand tools 
but it cannot sell imported steel in the market. 
Similarly, a laboratory may import equipment for 
its own use. Under this policy, import licences are 
given for import of capital goods as well as raw 
materials and spare parts. 

Policy for Registered Exporters gives a pref¬ 
erence to the exporters to import different items 
for use in manufacture of export goods. This part 
of import policy is quite liberal to encourage ex¬ 
ports. Exporters are allowed to import raw mate¬ 
rials, components, spare parts, capital equipment, 
office equipment, etc. These items are otherwise 
not generally allowed to be imported. This policy 


is applied only to those exporting companies 
which are registered with the concerned Export 
Promotion Councils or Commodity Boards, The 
most important part of the Policy for Registered 
Exporters is the Replenishment Licence (REP), 
details of which have been discussed in an earlier 
section. 

11,9 J Import Procedure 

Imports can be made by those companies which 
have obtained Import Export Code Number fiorn 
the Joint Chief Conttoller of Imports and Exports 
(JCCI&E). Procedure for obtaining this number 
has been discussed in an earlier section. The 
procedure for making imports into India is as 
follows: 

Stage I: Location of importer: Hie usual 
source to locate an overseas supplier is the trade 
directories of exporters/manufacturers/dealers 
brought out by various organisations in different 
countries. In many cases, foreign supphers have 
their agents and representatives in the importing 
country. In India, such agents are operating from 
port towns like Bombay, Calcutta and Madras. 

Stage II: Conclusion of contract: The im¬ 
porter corresponds with the potential supplier 
(exporter) to conclude a contiacL Once the need 
of the importer is understood by the supplier, the 
importer writes to the supplier to send a Proforma 
Invoice giving details of the offer. On receiving 
Proforma Invoice (generally three copies), the 
importer signs one of them and returns it to the 
exporter. Alternatively the importer may prepare 
a Purchase Order giving details of goods and 
terms of shipment and terms of payment. At this 
stage, the^import contract is concluded. 

Stage III; Obtaining import licences- The 
importer applies to the licensing authorities for 
grant of import licence. For purpose, he 
makes out an application in the prescribed form 
and submits it to the licensing authorities with 
required supporting documents. On the basis of 
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the application, import licence will be issued to 
the importer. 

Stage IV: Opening letter of credit Accord¬ 
ing to regulations in India, payment to foreign 
supplier can be made only through bank author¬ 
ised to deal in foreign exchange Moreover, pay¬ 
ment must be made from the bank account of the 
importer. Hence, importers have to deposit die 
required amount in their bank account After the 
amount has been deposited in the bank account, 
the importer instructs his bank to open letter of 
credit in favour of his supplier. The bank will 
issue a letter of credit on the basis of copy of 


import licence and prof orma in voice given to it by 
the importer. 

Stage V: Negotiation of documents. TTie for¬ 
eign supplier sends the goods to die importer. He 
also sends shipping documents through his bank 
(0 die importer’s bank. These shipping docu¬ 
ments are; Commercial Invoice, Bill of Lading, 
Bill of Exchange and Insurance Policy. On the 
basis of these documen ts, the importer’s bank will 
transfer the payment to the foreign supplier 
through his bank. Except for Bill of Exchange, 
other documents will be handed over to the im¬ 
porter. 


Issue of Letter of Credit 


r 

1 



1 

1 

ABC 1 

1 

XYZ 

1 

1 

London | 

1 

New Delhi 

1 

1 

L._ 

(Importer) | 

_1 

1 

1 _ 

(Importer) 

1 

_1 


Applicant of letter of Credit 


Beneficiary of Credit 


/N 




I Gnndlays Bank 
I London 

I (Importers' Bank) 

I_ 




I Bank of India 
I New Delhi 
I (Exporter's Bank) 

L_ 


Credit Issuing Bank 


Credit Advising and 
Negotiating Bank 
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SiageVI: Customs clearance :lh&bx^Ttti examines other documents to find that the ex- 
approaches the customs authorities to pay import porter has tire miport licence for the goods. Ex¬ 
duty, if any, and clear die goods from customs porter or his agent pays the required import duty 
warehouse. For this purpose the importer or his andareleaseorderisissuedby thecustomsoffice. 
agent submits a document called Bill of Entry On the basis of the release order, goods are given 
alcHigwith other documents. The customs office to the exporter from the customs warehouse, 

calculates the amount of duty to be paid and 


Utilisation of Letter of Credit 



Payment Documents Documents Payment 



Fig 11.2 
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(i)Trend m India's Foreign Trade 


Value: Rs. Crore 


Year 

(1) 


Export 

(3) 

Balance of Trade 
(3-2) 

1951-52 

970 

732 

— 

238 

1961-62 

1107 

680 

— 

427 

1971-72 

1825 

1608 

— 

217 

1981-B2 

13608 

7806 

— 

5802 

1982-83 

14360 

8834 

— 

5526 

1983-84 

15831 

9771 

— 

6060 

1984-85 

17134 

11744 

— 

5390 

1985-86 

19658 

10895 

— 

8763 

1986-87 

20083 

12566 

— 

7517 


Source; Ministry of Commerce, Government of India. 

(ii) ladia’ii Miuor Eiaort.,M,aiitets. 

(1986-87) 


(lii) India's Major Sunoliers (ImportersI 
(1906-87) 


(iv) India's Principal Exports 
(1986-87) 


(v) Lidia's Principal Imtwrts 
(1986-87) 


USA, USSR, Japan, West Germanjl, 

UK, Hong Kong, Belgium, Italy, UAE, 
France, Netherlands, Singapore, Saudi 
Arabia. 

Japan, USA, West Germany, UK, 

Belgium, USSR, Saudi Arabia, France, Ma¬ 
laysia, Italy, Australia, Netherlands. 

Jems &. Jewellery, Readymade Garments, 
Leather Products, Engmeering Goods, Cot- 
tonFabrics, Yam&Made-ups, Iron Ore,Tea, 
Marine Products, Plastic and Linoleum Prod¬ 
ucts, Petroleum Products, Cashew Kernels, 
Coffee, Spices, Jute Manufactures. 

Machinery other than Electric, Petroleum 
Products, Pearls, Precious and Semi-pre¬ 
cious Stones, Iron Sl Steel, Electric Machin¬ 
ery, Transport Equipment, Edible Vegetable 
Oils, Chemicals, Fertilisers. 
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SUMMARY 


1. External Trade 

External Trade or foreign trade refers to buying and selling of goods and services between the 
nabonals of different countries living across political frontiers, or trade between agencies of the 
governments of different countries. It consists of export, import and entrepot trade. 

2. Nature and Importance of External Trade 

The necessity of external trade rises mainly because no country is capable of producmg everything 
equally efficiently for the consumption of its people and the development of its economy. This is due 
to unequal distribution of resources and skills among different countnes of the world. External trade 
enables better use of available resources m every country, and thus improves the standard of living 
and well being of the people. Thus, every country can derive the benefits of geographical speciali¬ 
sation through external trade. 

Mutual dependence of different countries for supply of their requirements is the basis of external 
trade Relative differences in the cost advantageof production ultimately provides the explan3.tion 
of external trade. This is known as the theory of ‘comparative costs’. 

3. Price Quotations and Terms of Shipment 

In foreign trade, terms of shipment are very importantforconcludmgaconlract to buy or sell goods. 
These terms reflect two aspects of the contract; (a) Pnce quotation, and (b) shipment cost andmanner 
of shipment. 

The most commonly used terms with regard to sale price are: Free on Board or F O B. (Port of 
Shipment); Cost & Freight or C&F (Port of Destmation), Cost, Insurance &. Freight or CIF (Port of 
Destmation). 

4. Terms of Payment and Export Finance 

I 

While the terms of shipment deteimme the responsibility of the exporter to send goods to the 
importer, terms of payment determine the manner of payment for goods by the importer. Generally 
goods are shipped first and the exporter is paid thereafter In this situation, the exporter protects 
himself by so arranging the shipment that the importer cannot take possession of the goods from the 
carrier before he has paid for the same. 

There are five terms or methods of payment — Advance Payment; Open Account; Documen¬ 
tary Bills; Documentary letter of credit, and Direct remittance 

5. Bills of Exchange 

B anks in Lidia provide financial assistance to the exporters at the pre-shipment stage at concession 
rates to purchase raw matenals and processing them for export on the basis of letter of credit and 
export order. Advances at the pos t-shipment stage is given to the exporters against biUs of exchange 
or shippmg documents drawn under the letter of crediL 

6. (Assistance by Exim Bank of India 

The major function of the Exim Bank of India is to coordinate the working of institutions financing 
exports and imports. It provides expxiit credit for medium-term and long-term where the sale is on 
deferred credit basis; finances export of consultancy and related services; assists setting of joint 
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venlures abitoad, and promotes export-oncnted mdusiries m India. It also undertakes export market 
studies end j^ovides merchant banking services 

7. ^riiportagice o£' Documents 

Exjxirt trade cannot take place witSiout certain documents These are — Commercial Invoice, Bill of 
Lading/Airway Bill; Insurance Policy, and Bill of Exchange 

Exccptforcertain products and some destinations, there is no restriction over experts from India 
But a large number of products are subject to compulsory quality or pre-shipment inspection 
Permission firom the Customs authorities is essential m all cases 

8. Registration with RBI & JCCI&E 

A company can enter export-import busmess after it is registered with the Reserve Bank of India, and 
the Joint Chief Controller of Imports and Exports (JCCI&.E). The company must also obtain the 
Importer Exporter Code Number (lEC) alloted by the JCCI&E. 

9. Registration with Export Promotion Council 

Exporting companies have to get registered with the concerned Export Promotion Council or 
Commodity Board and obtam Registration-cum-membership Certificate (RCMC) to be eligible for 
vanous types of mcentives given by the Government of India like Cash Compensatory Support, 
Import Replenishment Licence (or REP licence), etc 

10. Processing of Export Order 

The export procedure mcludes the following steps, 
n’t Obtaining the export order, 

' Production and inspection o[ goods (Stage I); 

(m) Movement of goods to port town (Stage II); 

(iv) Processing ol shipping bill (Stage IE); 

(v) Port formality and customs cxarnmation (Stage IV); 

(vi) Mate’s receipt and bill of lading (Stage V), 

(vii) Submission of documents to bank (Stage VI), 

11. Import Control and Policy 

Coniiol over imports into India is exercised through Import Pohey announced by the Government 
of India, It has two parts— Import Policy for Actual Users, and Import Pohey for Registered 
Exporlers 'fhe imjxirt poccdure consists of six stages as follows. 

Stage I —Location of importer; 

Stage n — Conclusion of contract. 

Stage HI —Obtaining unport licence; 

Stage rV — Opening letter of credit, 

Stage V —Negotiation of documents, and 

Stage VI —Customs clearance 
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QUESTIONS 


1. OBJECTIVE-TYPE QUESTIONS 

Which of the following statements is right and which are wrong’’ 

1 Countries engaging m external trade are mutually benefitted because all coimtries depend on 
one another 

2 “Documentary Bills" method of payment for export does not require the involvement of 
any hank 

3. The Exim B ank of India grants pre-shipment credit beyond six months 

4. A bill of lading is similar to a bill of exchange 

5 To enter export-import busmess a company must gel registered either with the Reserve Bank 
or Joint Chief Controller of Imports and Exports. 

Fill in the blanks 

(1) C.I.F stands for_ 

(2) F.O B. means_ 

(3) A letter of credit contains a promise by the_bank on behalf of the 


(4) Through external trade every country can derive the benefit of 
_specialisation 

(3) Shipping documents are sent to the_through the 

_banks 

(6) The commercial mvoice serves both as a__ 

and as a_. 

n. SHORT-ANSWER TYPE QUES’HONS 

1. Enumerate the shippmg documents used m export trade. 

2. Give one example each of visible export and invisible import of India. 

3 Name the parties to a letter of credit. 

4. What IS a biU of lading? 

5. Briefly outhne the nature of import policy for actual users and registered exporters 

6. Write a brief note on the export financing by banks 

7. Why IS It necessary for an exportmg company to get registered with ihe concerned Export 
Promotion Council’’ 

8. What are the benefits derived by a country from external trade? 

IB ESSAY-TYPE QUESTIONS 

1. Explain fully the basis of external trade with reference to the theory of Comparative Cost 
Advantage. 

2. Describe bnefly the following methods of payment in export-import operation 
(i) Documentary Bill; 

(li) Documentary letter of credit. 

3. Outline the procedure mvolved in export trade at different stages 

4. Why IS export documentation necessary’’ Mention the more important shipping documents 
used in export trade. 

5. Describe the procedure of importing goods into India. State the nature of import documents 
in that coimectson. 



Name of the 
Institution 

Date of Formation 

Objects 

Capital 

Functions 

Industrial 
Development 
Bank of India 
(IDBI) 

Isl July, 1964 

1 To coordinate and 
supervise the 
activities of oilier 
financial 
inititulions 

Authorised capital 
Rs. 1000 crores 

1 Provides direct 
financial 
assistance to 

industnes 



2 To supplement ihe 
resources of other 
financial 
inslitutions 


2. Subsenbes to 
shares, bonds 
and debentures 
issued byindustnal 
concents It also 
underwrites such 
issues 



3 To provide fmance 
to key indusines 

1 

3 Accqtts and 
discounts biUs, 
pro-notes, hundis 
etc of industrial 

concerns. 



4 To diversify 
industrial growth 
according to 
national pnoiities, 


4 Guarantees loans 
raised by 

induslnal concerns 
from banks or other 
financial 
institutions 





5 Provides 
refmanemg 
facilities to 
scheduled banks 
and other fuiancial 
institutions 
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Na(Ti£ of the 
Institution 


Industnal 

Finance 

Cotporaton 

of India 
(IFa) 


Date of Formation Objects 


1st July, 1948 1 To provide financial 

assistance to 
industnal 
concerns for a 
penod not 
exceeding 
25 years 

2 To guarantee 
loans raised by 
Indus Lrial 
concerns in the 
open maifcet 


3. To underwnte 
the issues of 
shares, bonds 
and debentures 
of industnal 
concerns 


Capital Fiincfi'aiu 


Anthonsed capiul 1 Subscnbes directly 
Rs 100 crores. to shares of 

industnal concerns. 


2. Grants loans or 
advances to 
industrial concerns 
subscnbes to 
debentures of 
industnal concerns 
repayable within a 
penod of 25 years. 

3. Guarantees loans 
raised by industnal 
concerns from the 
capiial mailcet, 
scheduled or 
cooperative banks, 
which are repayable 
within a penod of 
25 yean 

4 Guarantees (with 
the pnor approval of 
ihe Cenlral 
Government) loans 
raised by industnal 
concerns from 
financial institutions 
outside India 

5 Guarantees 
purchase of capital 
goods from foreign 
countnes. 








168 


BUSINESS STUDIES 


NoM oflh£ 
fnsliluim 

Dale of Formation 

Objects 

Capital 

Functions 

Industrial 

Credit and 
Investment 
Corporation 
of India (IQCI) 

5 January, 1955 

1 To assist in the 
promotion, 
expansion and 
modernisation 
of industrial 
concerns in the 
private sector. 

Authorised capital 
Rs 150 crores 

1 Grants medium and 
long term loans in 
rapees and foreign 
currencies 



2. To encourage 
and promote 
participation of 
pnvate capital 
both cxiemal 
and internal 
m such 
enteipnses. 


2 Subsenbes to new 
issues of shares and 
debentures 



3 To encourage 
expansion of 
the investment 

market m India 


3. Underwntes public 
issues of shares and 
debentures 





4 Guarantees loans 
raised from 
pnvate sources 
mcluding deferred 
payments 





5 Arranges techmeal 
and managerial 
assistance to 
mdustnal 
enteipnses. 








FINANCIAL INSTTrunONS IN INDIA 


Nam of Ik 
Inslilulm 


Dale ofFormlion 


Objects 


Capital 


Funcitons 


Industnal 
Reconstmcdor. 
Bank of 
India (IRBI) 


19 March 1985 


1 Torshabihate 
sick industnal 
units 

2 To provide 
assistance in 
the form of 
soft term loans 
and 

guarantees 

3, To provide 
technical, 


matkeimg 

assistance. 


Aulhonsed capnal 
Rs, 100 crores 


1, Grants loans and 
advances to 
industnal concerns 

2 Guarantees loans/ 
deferred payments 
of industnal 
concerns 


3, Provides 
infrastructural 
facilities, raw 
matenals, 
consultancy, 
managenal and 
banking services. 












STATE BANK OF INDIA 

iRHEVOCABLE COMMERCtAL UETTEH OF CREDIT 


TELEX 

CABLE 


This IS a confirmation ot the credit opened by cable 
under even date 


Date Q< i&sue March 7,19 B9 

Our letler o< credit Nc 

Name of the Bank 

IMPORTS COHP 

NEW YORK, N Y 1001 a 

X Y Z TRADERS 

DELHI 110006 INDIA 

Rs 300 OOD 00 FOB 

Expiry date for Negotiation 

December? 1909 


Genllemen, 

We hereby e&tabllsh our irrevocable credll In your (avour which is available agalnslyour dratts at ' 
drawn on US for 100% Invoice value of merchandise to be described In the Invoice as 

LADIES APPAREL 


SIGHT 


And accompanied by 

1 Full set o| clean bills of lading la order and blank endorsed marked notify 

Bills of lading must show that the goods have been shipped on board 

and freight paid/freight to pay 

2 Airway bill consigned to Stale Bank of India,Marked notify APPLICANf 

3 Insurance policios or certificates covering manne and war risks also nots.sirikes and civil commotion for the invoice value plus % 

4 Comnierciel unvoice in DUPLICATE 

5 Special Customs invoice in DUPLICATE « 

6 OTHER DOCUMENTS PACKING LIST IN DUPLICATE 

INSURANCE TO BE EFFECTED BY BUYERS WITH AETNA UNDER POLICY NO OMO 10B55 FCA 

The amount of any draft drawn under this credit must be endorsed on the reverse hereof All drafts must be marked "Drawn Under State Bank of India 
FLUSHING letter of credit number FLGB2/S4 dated DEC? 1988 

E)(cept so far as otherwise stated, this credit is subject to the Uniform Customs and Practice for documenlary credits (1974) 

International Chambor of Commerce Publication No 290 


Shipment from NEW DELHI INDIA Partial shipments ARE permitted 

To NEW YORK USA Transshipment ARE Permitted 

Lastdate for Shipment FEBRUARY 15, 1989 

All foreign bank charges, if any, are tor account af/benoficianee 


Special Instruction - 

Presenlallon of documenls-withm 20 days from the dale of shipment of goods 
AIRWAY BILL TO STATE FRIEGHT COLLECT NEW DELHI/NEW YORK’ 

CERTIFICATE STATING THAT SHIPMENT DOCUMENTS I E INVOICES PACKING LIST AND ORIGINAL 

OFFICIAL US CUSTOMS INVOICE HAVE BEEN HANDED OVER TO ROBINSONS AIR SERVICE JANPATH, NEW DELHI HOUSE AIRWAY BILL 
FROM SHIPPING AGENT IS ACCEPTABLE 

AIRWAY BILL MUST INDICATETO NOTIFY AIRPORT CLEARANCE SERVICE CARGO BLDG #80 JFKINT'l,AIRPORTAREA NY 11430 TEL NO 718- 
656-5430 

We hereby agree with drawers, endorsera and bonalide Vioiders of drafts drawn under and in compliance with the terms of this credit that such dratts 

will be duly honoured upon due presentaliQn and delivery of documents as spacified above to drawee 


Yours faithfully 


Manager 


NEW DELHI 


Authorised Signature 




NO._ 

Exchange for _ _19 

(Pay ifds FI RST of e?(cflanye second^ unpaid to tht order of 

tHe sum of 

^aCue received 
_ 



NO._ 

Exchange /or_ _19 

(Pay tins SECOND of cTCcfiange first unpaid to tfie order of 

the sum of _ 

Vcdue received 
To_ 











INVOICE 


Phone 

Cable 

Telex 



ABC FABRIC PVT. LTD. 

MANUFACTUnERS & EXPORTERS OF QUALITY GARMENTS 


Bankers Name of the Bank 


Regd Olllce 

NEW DELHI-110 016, 
INDIA 


X 

Vide Mark No - 
No ol packages 


Messers Y Z 

Vide Order No, - 

Shipped per ---— 

mJ Bill No _ 

Dooumanis drawn through GRI Form No _ 



RBI Code No 

Invoice No - Dated 


Quantity 

DESCRIPTION OF GOODS 

@ 

Per 

Amount 

Total 


1 

1 



1 

1 




Country ol Origin INDIA 


E iO, 

For ABC FABRIC PVT LTD 


RECOGNISED EXPORT HOUSE 








PACKING & WEIGHT LIST 


CASE MARKS & NO 


DEPT 


ORDER NO 


MADE IN INDIA 


CASE NOS 


SOLD BY 


ABC FABRIC PRIVATE LTD. 
NEW DELHI-110 016 INDIA 


SOLD TO_ 


PAGE 


OF 


PAGES 


ATTACHED TO INVOICE NO 


DATE 


ORDER NO 


CASE 

NUMBER 


Grass wgl 


KQ 

LBS 


Neiwgi 


KQ 

LBS 


MEASUREMENTS 


CM 

FT 


SIZE 

(it oppllcabla only) 


QUAMTlTi' 

IN 


DO NOT 

Icqmplete 


TO rAL 
CASES 


TOTAL 

Grcno 


KGS 

LBS 


TOTAL 
NET Wfll 

KQS 

LBS, 


TOTAL 

CUBBAGE 


TOTAL 

QUANTITY] 


For ABC FABRIC Pvt Ltd 






httmaiwnd Ckanng andSftippiti^^^cncy 


Letters o( indemnity cannot be accepted in 
respect ot the condition of package on ship- 
ment Any qualifying remarks on mate's re¬ 
ceipt must appear m bills ol lading 


NOT TRANSFERABLE bookings are only made conditional 
upon vessel named herein or it no vessel is 
named a suitable vessel being available for 
SHIPPING ORDER the voyage and Is subiect to any direction or 

control by the Government 


No MADRAS---19B 

The Commanding Officer, 

SSiM V_Expected on____ 

Dear Sir, 

Please receive on board from Messrs___ 

_for the Port of_ 

the following goods which be accompanied by boat notes and passed shipping bill of customs 


Freight Payable Madras/Destination at the rate oL. 
shipment on notice trom Agents or (Stevedores) 


Yours truly, 

subject to safe arrival and berthing International Clearing & Shipping Agency 

OF VESSEL subject TO SUITABLE STOW¬ 
AGE BEING AVAILABLE 


AS AGENTS 


The cargo shipped under Ihis shipping order is subject lo the terms, condiiions and axcBpiions contained m Ihs Bills ol Lading 
lorni ol the Owners ol the vessel, lor this service 



C H Pass No 


19 


INDIA STEAMSHIP CO,LTD. 

MATES RECEIPT 

_ Calculia, 

No_ 

Hiiumdfm The Commissioners for the Port of Calcutta, on board the Steamer "INDIAN 

___for_ 

on account of_sublect to Ihe 

conditions slated in the Bills ol Lading which can be obtained at the Agent's Office 


Chief Officer 



-"WENTA’''-■ "r> 

COMBINED TRANSPORT 


BILL OF LADING 


KRISHNA INTERNATIONAL 



NAME OF THE PARTY 


MARINE LINE 

Managed by XY Group Copenhagen. 


Pre Carflags by ‘ 


Port ol dlach^ge 


CARUIKR'S RECEIPT 


ConialnerNo SaalNr) 

MarHs and Numbnis 


Place ol receipt * ShippBf's rnBrTior3ncl3 

- not part of 

Bill Ol Lading 

Place ol delivery ‘ Final DeBlinabon (MerchanlB descnphon only) 

(Forwarding Agents) 


PARTICULARS FURNISHED DY SHIPPKR-^CARRlER NOT RESPONSIBLE 


No ofConialners I Kind of packages, description of Qoocis 

orpkgQ I 




Qrou weight I Measurement 














